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Coming—'f a partial redemption of stock 
is treated as a dividend, what happens to 
the basis on the stock redeemed? Read, 
next month, ‘‘The Case of the Reappearing 
Basis,’’ by Samuel Brodsky and |. Meyer 
Pincus. 


“Nourishing the Thin Corporation” is an 
article which discusses stockholder ad- 
vances to a corporation. It points out 
many of the severe tax consequences that 
can follow from a_ stockholder’s miscal- 
culation. The authors, Maurice S. Span- 
bock, Melvin J. Carro and Israel Katz, 
like a remedy proposed by the American 
Law Institute. 


Although tax avoidance may not be the 
primary aim of a grantor of a trust, today's 
high taxes have an important, if not a 
determinative, bearing on the form of trust 
chosen. This trust and how it operates is 
discussed in ‘‘Keeping Control of the Spray 
Trust in the Family: Income Tax Problems," 
by Herbert Baer. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending State tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart: 
Washington Editor, Lyman 
L. Long; Business Munager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 
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Administrative... 


FEDERAL 
TAXES 


A SMALL CORPORATION—two stock- 
holders who were also directors—worked out an easy formula for 
dividing the profits, which the Commissioner smacked down. 
What is reasonable compensation for two officers who devote all 
their time, skill and energy to building a successful business? 
The Blue Ribbon Products formula was this: Twenty per cent 
of the profits would be retained in the business, 6 per cent of the 
invested capital would be distributed as dividends and the balance 
after taxes would be split equally between the two officers, Asa 
result, their combined salaries were over $100,000. The Com- 
missioner thought $36,000 apiece reasonable and had as witnesses 
at the Tax Court trial the presidents of two competing businesses 
to prove his contention. The Tax Court raised the figure to 
$45,000 each or a total of $90,000.—Blue Ribbon Products Company, 
Inc., CCH Dec. 21,838(M), 15 TCM 786. 


The same side of a somewhat bigger coin is reflected in the 
Reynolds Tobacco Company case, CCH Dec. 21,841(M), 15 TCM 
810. There existed an incentive-compensation plan by which 
certain employees shared in a bonus on the basis of their stock 
holdings. The Commissioner called this distribution a preferential 
dividend and disallowed a deduction to the corporation. The 
Tax Court called the distribution additional compensation and so 
applied its reasonable-unreasonable rule. The rule in this case 
approximated the aims of the company—that is, to supply incen- 
tive compensation. 


{IGHTY-ONE-YEAR-OLD Mr. Lukens 
owned a block of stock in a small corporation, the other stock- 
holders of which were his son and daughter. Most of their stock 
he had given to them, although they had purchased some shares 
from him, Over the years pertinent to this tax controversy, Mr. 
Lukens had borrowed about $23,000 from the corporation. Subse- 
quently, he transferred a large block (but not all of his holdings) 
to the corporation in cancellation of his indebtedness. The shares 
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were held as treasury stock. Situations like this were not difficult 
to pin down with the broad language of old Section 115(g) 
because such redemption of the stock “at such time” and “in such 
manner” were usually held to be essentially equivalent to the 
distribution of a taxable dividend—CCH Dec. 21,873, 26 TC —, 
No. 113. 


The 1954 Code attempts to clarify some of these distribution 
situations. Now there are three positive rules for ascertaining 
when a redemption does not result in a dividend distribution: 
(1) when the redemption is substantially disproportionate, 
(2) when the shareholder’s interest in the corporation is com- 
pletely terminated or (3) when the redemption is a railroad stock. 
But none of these accounts for the rule which apparently still 
stands—that if a corporation pays a stockholder’s personal obliga- 
tions, the amount paid will constitute a dividend. 


THe SHARES of building and loan associa- 
tions sometimes are purchased in monthly installments with the 
aid of their dividends. One taxpayer found that when maturity 
was reached and redemption of the shares could be had, the divi- 


dend income was taxable at ordinary rates and all in the year of 
redemption.—Friedman v. Smith, 56-2 ustc { 9797 (DC Pa.). 


A PRINCIPAL STOCKHOLDER of a small 
family corporation died, owing his corporation about $150,000. 
His heirs borrowed about $100.000 to pay the estate taxes. Each 
heir assumed a portion of the estate’s indebtedness in a pro-rata 
amount according to his or her share of the proceeds of the estate. 
Later this corporation and another wanted to merge. As a part 
of the merger agreement, the indebtedness of the stockholders 
was canceled and the distribution of stock in the new corporation 
was based on the corporate assets of the predecessor corporation 
exclusive of debts due from the stockholders. The stockholders 
were held taxable on the cancellation of the indebtedness.— 
Hawkinson v. Commissioner, 56-2 ustc § 9799 (CA-2). 


A 25-1 SHOT won the $98,000 Hambletonian 
race last month. Some 12 years ago a horse owned by A. L. 
Derby won this race—a fact that figures to some extent in a recent 
decision involving Mr. Derby. From 1921 to 1949, he incurred 
over $300,000 in losses from his harness horse racing efforts. He 
claimed that after his retirement from the oil business, his entire 
horse enterprise was carried on for profit. The government, how- 
ever, claimed that the business of raising, breeding and racing 
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horses was nothing more than a hobby, and pointed to his cumula- 
tive losses and small investment. At the trial, the jury was 
unable to decide whether or not Mr. Derby’s transactions were 
entered into for profit. The district court granted him a motion 
for a directed verdict. However, upon review the Tenth Circuit 
found that the evidence as to whether he was conducting his 
harness racing business for profit or as a hobby was of such a dis- 
putable nature that the motion for the directed verdict should not 
have been granted. The judgment was therefore reversed and the 
cause remanded.—Brodrick v. Derby, 56-2 ustc J 9792. 


REMEMBER THE RULE on the construc- 
tion worker—expenses were allowed because his job was away 
from home (June Taxes, page 388)? A plumber who tried for 
the same expense deduction caught the brass ring. The union 
assigned him to specific temporary jobs away from home. One 
job lasted about five months ; another, about five weeks; and a third, 
14 months, His expenses for travel, board and lodging were 


allowed.—Michael Kuris, CCH Dec. 21,843(M), 15 TCM 854. 


Huspanp AND WIFE were divorced. 
They made the usual final property settlement and alimony 
agreement. The latter provided for payments so long as the wife 
remained unmarried. After some years as a divorcee, love came 
again to the wife and she wanted to remarry. Her second choice 
was not as affluent as her divorced husband, and she prevailed upon 
him to continue the alimony payments after her contemplated 
remarriage. The nice former husband made a new agreement 
continuing some payments for a period of time, but the not-so-nice 
Commissioner disallowed the payments on his tax return. The 
Tax Court backed the Commissioner. You see, the first agree- 
ment was a final settlement of all property rights and was incident 
to the divorce.—Hans S. Hollander, CCH Dec. 21,851, 26 TC —, 
No. 102. Lawyers, note: The wife’s desired arrangement can 
be effectuated if there is “a continuing obligation” of the husband ; 
see Dorothy Briggs Smith, CCH Dec. 18,176, aff’d, 52-1 ustc § 9104 ; 
Newton v. Pedrick, 54-1 ustc § 9354; Raoul Walsh, CCH Dec. 
20,239. 
The first agreement was drawn so tightly that there was no 
obligation on the part of the husband to support his former wife 
after her remarriage, so the second agreement was not incident to 


the divorce ; if incident to anything, it was to the wife’s remarriage. 


The payments under the second agreement did not discharge 
a legal obligation imposed on the taxpayer by his former marital 
or family relationship. 
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Congress’ Last Days .. . 


Code Study Group... 


Small Business Tax Cut 


Washington Tax Talk 


Our Cover 


The picture gracing our cover this month 
is that of Representative Wilbur D. Mills 
of Arkansas, member of the House Ways 
and Means Committee and chairman of that 
committee’s Subcommittee on Internal Rev- 
enue Taxation. 


Congressman Mills’ subcommittee will 
soon be engaged in a study of the 1954 Code 
and of the implementing regulations. A 
report of the study will be made to the Ways 
and Means Committee at the beginning of 
the next session of Congress. 


In a recent news release, Chairman Mills 
set forth a limited schedule for the sub- 
committee, but stated that it was not neces- 
sarily the complete program and that other 
plans and agenda will be announced if and 
when they are decided upon. 


Efforts of the subcommittee will be con- 
centrated on reviewing the new provisions 
of the 1954 Code as well as old provisions 
carried over into the new Code without 
substantive change to determine needed 
technical and substantive changes. The 
review’s primary concern will be with tech- 
nical and clerical errors, ambiguities and 
instances of unintended hardships as well 
as unintended advantages conferred upon 


taxpayers. 


The subcommittee will also study the 
correlation between the Code provisions and 
the regulations issued by the Treasury De- 
partment to determine the extent of uni- 
formity in substantive meaning. 


An inquiry will be made into the admin- 
istration of the tax laws under the Re- 
organization Act of 1951 with the emphasis 
on assuring efficiency, protection of reve- 
nue and equity and fairness to all taxpayers, 

Preliminary staff inquiries will be made 
prior to formal subcommittee action. An- 
nouncements regarding subcommittee hear- 


Washington Tax Talk 


ings will be made at a future date, the sub- 
committee chairman said. 


With the aim of conducting a broader 
inquiry into the technical adequacy, the 
substantive policy and the administration 
of the tax laws, Congressman Mills ex- 
pressed the hope that the subcommittee will 
be re-established in the Eighty-fifth Congress. 


The President 


In the waning days of the Ejighty-fourth 
Congress, the legislative “joint” was jump- 
ing. In their own species of rock and roll, 
Senators and Congressmen pounded out a 
continuous stream of new measures for 
Presidential action. Whether Mr. Eisenhower 
was “sent” by the steady rhythm is prob- 
lematical. However, the Presidential arm 
swung with the beat. From July 23 throug’) 
August 6, the Chief Executive signed 260 
bills. into law. Included in this number 
were ten bills of tax importance. The Presi- 
dent, also, pocket vetoed two tax bills passed 
by Congress. 

Of first importance among the new tax 
laws are the Social Security Amendments 
of 1956. The bill, H. R. 7225, became Pub- 
lic Law 880 on August 1. To finance the 
new disability provisions added to the Social 
Security Act, the contribution rate will 
climb one quarter of a per cent to 2% per 
cent for both employers and employees on 
January 1, 1957. An additional three eighths 
of a per cent will also begin to be taken 
on that date from the self-employed, rais- 
ing their rate to 3% per cent. The tax in- 
crease will finance the added cost of pro- 
viding social security benefits to workers 
who are totally and permanently disabled 
at age 50. An important feature of the new 
law is that it permits women to retire at 
Important to the 
this privilege, however, is 


selection by 
that, 
if they are themselves workers or the wives 
of insured workers, they will get less than 
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age 62. 
women of 





full benefits, and these benefits will not 
increase upon their reaching age 65. Work- 
ing women who give up their jobs at age 
62 will receive 80 per cent of their full 
benefits; wives of insured workers will get 
75 per cent. For each month a representa- 


tive of either group delays her retirement, 
the percentage of full benefits that she will 


receive will be increased. Widows and sur- 
viving dependent mothers, however, will 
get full benefits even though they choose 
the early retirement age. 

Supplementary to the above act is H. R. 
7089, which became Public Law 881. This 
new law brings servicemen under the cover- 
age of the Social Security Act while on 
active duty and active duty for training. 
Contributions of the federal government, 
as employer, and the servicemen, as em- 
ployees, will be computed on base pay. The 
present $160 gratuitous social security wage 
credit for military service will be discon- 
tinued after December 31, 1956, when con- 
tributory coverage becomes effective. 

Big-city-neighborhood and _ small-town 
theatres will benefit from the enactment of 
H. R. 9875. As Public Law 1010, the meas- 
ure exempts theatre tickets costing 90 cents 
or less from the 10 per cent tax on admis- 
sions. Admission prices of 50 cents or less 
were previously exempted. 

Travel in two different categories will be 
cheaper because of two new tax laws signed 
by the President. Passenger tickets selling 
for 60 cents or less will be exempted from 


the transportation tax by H. R. 7634 (Public 
Law 1015). This raises the previous exemp- 
tion ceiling of 35 cents. Foreign travel also 
gets an exemption from the transportation 
tax: H. R. 5625 (Public Law 796) makes 
tax-free trips which at one or more points 
are at least 225 miles from the nearest 
continental United States boundary. That 
part of the trip within the United States 
will be taxed. Where the foreign leg of the 
trip does not extend more than 225 miles 
beyond United States’ boundaries, the entire 
trip will be taxable. 

The stopgap formula for the taxation of 
life insurance companies is extended an- 


other year to apply to taxable years begin- 
ning in 1956. The extending legislation is 


H. R. 11995 (Public Law 784). 


Charitable organizations stand to benefit 
from two new laws signed by the President. 
One of the new laws, H. R. 11834 (Public 
Law 1011) amends Section 2055(b) of the 
1954 Code to permit an estate to deduct 


contributions to charitable organizations 
named by the donee spouse, under powers 
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of appointment, in an affidavit executed 


within one year after the death of the dece- 
dent and designating the amount or propor- 
tion each such organization is to receive. 
The deduction is restricted to cases where 
no beneficiary distribution is made during 
the life of the surviving spouse and where 
the spouse is 80 years of age at the date 
of the decedent’s death. Affixing the affi- 
davit to the estate tax return constitutes 
sufficient basis for allowing the deduction, 
subject to later disallowance if the specified 
conditions are not met. The second new 
law benefiting charities is aimed specifically 
at medical research organizations operating 
continuously, in conjunction with hospitals. 
Contributions made to such organizations, 
like contributions to schools, churches and 
hospitals, may be deducted up to 30 per 
cent of adjusted gross income. The effect- 
ing legislation is H. R. 12152 (Public Law 
1022). 

The Renegotiation Act of 1951 is extended 
to December 31, 1958, by H. R. 11947 (Pub- 
lic Law 870). The new law increases the 
minimum amount negétiable from $500,000 


of sales to $1 million, 


Small business hopes for tax relief—and 
it may be on the way if the recommenda- 
tion of the report of the President’s Cabinet 
Committee on Small Business is enacted 
into law: (1) Reduce the tax rate on busi- 
ness corporations from 30 per cent to 20 
per cent on incomes up to $25,000. (2) Give 
businesses the right to utilize accelerated 


depreciation formulas for purchases of prop- 


erty not exceeding $50,000 in one year. (3) 
Permit corporations with ten or fewer stock- 
holders to have the option of being taxed as 
if they were partnerships. (4) Simplify 
wage reporting by employers for purposes 
of social security records and income tax 
withholding. 

Subjected to pocket veto by the President 
were H. R. 4392 and H. R. 7643. The first 
of these would have extended to real estate 
trusts and associations with transferrable 
shares the “conduit” or “pass-through” 
method of taxation that present law pro- 
vides for regulated investment companies. 
The second of the two bills would have 
granted patent holders who maintain perma- 
nent business establishments in the United 
Kingdom a United States tax credit for 
all British corporate taxes paid by them on 
their royalties, and would have made the 
credit retroactive to January 1, 1945. The 
President, in explaining his pocket veto of 
the first bill, said it is “by no means clear 
how far a néw provision of this sort might 


(Continued on page 618) 
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Aliens 


Vol. 34, No. 9 


and the United States Income Tax—1956 


By HENRY SCHNEIDER 


Mr. Schneider gathers together material scattered throughout the 1954 Code, 
and in the regulations—final and proposed—wunder it, into a needed reference 
work for the alien and his adviser. Discussion of administrative rulings 

and decisions providing historical background for current taxation and 
withholding procedures rounds out this exhaustive treatment 

of the subject. Tax-free covenant bonds and income tax treaties 

are not discussed. The author, a member of the New York City firm of 


Moses & Singer, gratefully acknowledges the assistance of 
Theodore Berger, of the same law firm, in the preparation of this article. 


NDER the income tax provisions of 

the United States Internal Revenue 
Code of 1954, aliens are divided generally 
into two classes—‘“resident aliens” and “non- 
resident aliens.” Resident aliens are, in 
the main, taxable the same as citizens of 
the United States (Treasury Regulations 
Sections 1.1-1(b) and 1.871-1 (1954)).* It 
is the “nonresident alien individual” for 
whom the Code almost exclusively reserves 
its special provisions with respect to aliens 
(see Code Sections 5(a)(1) and (4) and 
871-876). The principal advantage to non- 
resident aliens is that they are taxable only 
on income derived from sources within the 
United States (Code Section 872(a)). Resi- 
dent aliens, like United States citizens, are 
taxable on income derived from all sources, 
including sources without the United States 
(Regulations Sections 1.1-1(b) and 1.871-1). 


The Code divides nonresident alien in- 
dividuals into four classes: (1) those en- 
gaged in trade or business within the 
United States, (2) those not engaged in 
trade or business within the United States 
deriving more than $15,400 of United States 
gross income of specified kinds, (3) those 
not so engaged deriving not more than 
$15,400 of such gross income and (4) those 
who are bona-fide residents of Puerto 
Rico (Code Section 871; Regulations Sec- 
tion 1.871-7(a)). With respect to alien 
residents of Puerto Rico, reference should 
be made to Regulations Section 1.876-1. 


It should be noted that a large and 
steadily increasing number of tax treaties 
or conventions between the United States 


and other countries modify the Code pro- 
visions concerning the taxation of aliens 





* References to Treasury Regulations (1954) 
include proposed, as well as final, regulations. 
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(almost exclusively nonresident alien in- 
dividuals) in many respects. Such treaties, 
which are designed to eliminate or alleviate 
international double income taxation and 
to prevent income tax evasion by providing 
for reciprocal assistance in income tax en- 
forcement though exchange of information, 
override all contrary Code provisions (see 
Code Sections 7852(d) and 894; Regula- 
tions Section 1.894-1). Reference accord- 
ingly should be made to the particular 
income tax treaties. 

None of the provisions of any of such 
treaties will be discussed in detail in this 
article. However, it may be said generally 
that the principal effects of most treaties on 
a nonresident alien of the United States 
who is a citizen or subject of the other 
contracting country are to (1) reduce the 
tax rate on, or entirely exempt, certain 
dividend and interest income from United 
States sources, (2) exempt royalty income 
from patents, copyrights, artistic works, 
etc., paid by United States sources, (3) 
exempt a limited amount of compensation 
for personal services rendered in the United 
States and (4) provide for a tax credit 
where income might otherwise be subjected 
to double taxation. 

The full text of all such treaties and the 
regulations thereunder may be found in 
CCH Tax Treaties. See also Franz M. 
Joseph, “Income Tax Treaties—A Com- 
parison of Basic Provisions,” Proceedings 
of New York University Twelfth Annual 
Institute on Federal Taxation, page 787. 


Alien 


Although the term “alien” is not defined 
in the Code, quite clearly it means any 
individual who is not a citizen (or national) 
of the United States under the Constitution 
ard the Immigration and Nationality Act 
(Regulations Section 1.871-2(a)). One who 
has filed his declaration of intention of 
becoming a United States citizen but has 
not yet been admitted to citizenship by a 
final order of a naturalization court is an 
alien (Regulations Section 1.1-1(c); I. T. 
1458, I-2 CB 41). 


Individual 

Natural person.—“Individual” in the con- 
text “nonresident alien individual” quite 
obviously means “natural person.” How- 
ever, the Code provisions with respect to 
an “individual” have been made pertinent 
to all entities or groups other than corpo- 
rations and associations. 
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Trust or estate—Code Section 641(a) 
specifically provides that the normal taxes 
and surtaxes imposed “on individuals” by 
Chapter 1 of the income tax portion, Sub- 
title A, of the Code, shall apply to the 
taxable income of “estates or of any kind 
of property held in trust.” Code Section 
641(b) provides that “the taxable income 
of an estate or trust shall be computed in 
the same manner as in the case of an 
individual” except as otherwise provided 
in the sections dealing specifically with estates, 
trusts and beneficiaries (Code Sections 
641-683). Such taxes so computed on such 
taxable income are by Code Section 641(b) 
required to be paid by the fiduciary (see 
Regulations Section 1.641(a)-1 and (b)-1). 


Partnership.—Code Section 701 provides 
that a “partnership” as such is not subject 
to the income tax law, but that “persons 
carrying on business as partners shall be 
liable for income tax only in their separate 
or individual capacities.” The term “part- 
nership” under Code Section 761(a) broadly 
includes “a syndicate, group, pool, joint 
venture, or other unincorporated organi- 
zation” other than trusts, estates or associa- 
tions defined as corporations, Partnerships 
are required to make information returns 
of income under the provisions of Code 
Section 6031 (see Regulations Section 1.701-1). 
Code Section 703 provides that “the tax- 
able income of a partnership shall be com- 
puted in the same manner as in the case 
of an individual” with certain exceptions, 
but specifies that elections affecting the 
computation of taxable income generally 
shall be made by the partnership (see Regu- 
lations Section 1.703-1). Code Sections 702 
and 706 provide that in determining his 
income tax for a taxable year, each partner 
shall take into account separately his dis- 
tributive share, for the partnership year 
ending within or with his taxable year, of 
each class of the partnership’s income, gain, 
loss, deduction and credit. This must be 
done whether or not distribution has actu- 
ally been made by the partnership (see 
Regulations Sections 1.702-1 and 1.706-1). 


Residence 


The meaning of the term “nonresident” 
is not quite so clear as that of “alien” 


and “individual.” Obviously, the Code 
means an individual “whose residence is 
not within the United States” (Regulations 
Section 1.871-2(a)). The Code does de- 
fine the term “United States” as follows: 
“The term ‘United States’ when used in 
a geographical sense includes only the 
States, the Territories of Alaska and Hawaii, 
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and the District of Columbia.” (Code 
Section 7701 (a) (9).) This definition is 
helpful. For example, it enables the deter- 
mination that a person resident of a “pos- 
session of the United States,” such as 
Puerto Rico (see Code Section 7701(c)), 
the Virgin Islands or Guam is not by rea- 
son of such residence a resident of the 
United States (I. T. 2285, V-1 CB 51; 
S. M. 5446, V-1 CB 49. But compare a 
special ruling issued in 1945, relating to 
“resident of a foreign country”). Note, 
however, that by special statutory provision 
—Code Section 876—an alien who is a 
bona-fide resident of Puerto Rico during 
the entire taxable year is taxed in the 
same manner as a resident of the United 
States, except that he is entitled to the 
exclusion from gross income of income 
derived from sources within Puerto Rico 
provided in Code Section 933 (see Regula- 
tions Sections 1.1-1(b); 1.871-7(a); 1.876-1). 

However, the Code nowhere defines the 
term “nonresident” (or resident) and thus 
leaves such definition to administrative and 
judicial determination without the benefit 
of legislative standards. 


The regulations contain the following 
precepts for determining residence or non- 
residence of alien individuals (Regulations 
Section 1.871-2(b)): 

“An alien actually present in the United 
States who is not a mere transient or 
sojourner is a resident of the United States 
for purposes of the income tax. Whether 
he is a transient is determined by his in- 
tentions' with regard to the length and 
nature of his stay. A mere floating inten- 
tion, indefinite as to time, to return to an- 
other country is not sufficient to constitute 
him a transient. If he lives in the United 
States and has no definite intention as to 
his stay, he is a resident. One who comes 
to the United States for a definite purpose 
which in its nature may be promptly ac- 
complished is a transient; but, if his pur- 
pose is of such a nature that an extended 
stay may be necessary for its accomplish- 
ment, and to that end the alien makes his 
home temporarily in the United States, he 
becomes a resident, though it may be his 
intention at all times to return to his 
domicile abroad when the purpose for which 
he came has been consummated or abandoned. 
An alien whose stay in the United States 
is limited to a definite period by the im- 
migration laws is not a resident of the 
United States within the meaning of 
this section, in the absence of exceptional 
circumstances.” 


Aliens 


Another rule prescribed is (Regulations 
Section 1.871-4(b)): 

“An alien, by reason of his alienage, is 
presumed to be a nonresident alien.” 


Such presumption may be overcome 


(Regulations Section 1.871-4(c); see also 
Regulations Section 1.871-3, dealing with 
residence of alien seamen). 


More generally, the Internal Revenue 
Service has pointed out (Mim. 5883, 1945 
CB 244) that “residence has been con- 
strued by the Bureau in all rulings as 
something which may be less than domi- 
cile.” (See Bowring v. Bowers, 1 vustc 
293, 24 F. (2d) 918 (CCA-2, 1928); T. D. 
4164, VII-1 CB 98 (1928). Compare Estate 
of W. M. L. Fiske v. Commissioner, 42-2 
ustc § 9485, 128 F. (2d) 487 (CCA-7), 
cert. den., 317 U. S. 635. See also Note, 51 
Columbia Law Review 378.) 


Domicile and residence.—Although the 
terms “residence” and “domicile” are fre- 
quently used in statutes as if they had 
identical meaning, the appellate courts have 
instructed the lower courts that, in the 
income tax provisions of the Code, “resi- 
dence” does not mean “domicile.” “Resi- 
dence” means living in a particular locality 
and requires merely bodily presence as an 
inhabitant in the given place, whereas 
“domicile” means living in that locality with 
intent to make it a fixed and permanent 
home (Commissioner v. Nubar, 50-2 ustc 
7 9502, 185 F. (2d) 584 (CA-4), rev’g CCH 
Dec. 17,244, 13 TC 566, cert. den., 341 U. S. 
925; Bowring v. Bowers, cited above; Joseph, 
“Domicile and Residence of Individuals for 
American Tax Purposes,” 29 Taxes 916 
(November, 1951)). Accordingly, as herein- 
after set forth, an alien who is in this 
country on a temporary visa may, under 
certain circumstances, be a resident. It is 
clear, moreover, that a wife may be a non- 
resident even though her “domicile” legally 
is that of her husband, whose residence and 
domicile are in the United States (I. T. 
3859, 1947-2 CB 98; special ruling, February 
7, 1949). The converse is also true (Mars- 
man v. Commissioner, 53-1 ustc ¥ 9431, 205 
F. (2d) 335 (CA-4); Commissioner v. Patino, 
51-1 ustce $9123, 186 F. (2d) 962 (CA-4); 
Tilburn, CCH Dec. 21,199(M), 14 TCM 950). 

Nonimmigrant (temporary) visa.—The 
regulations state: “An alien whose stay in 
the United States is limited to a definite 
period by the immigration laws is not a 
resident of the United States . . . .” This 
the regulations immediately qualify by the 
phrase “in the absence of exceptional cir- 
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cumstances” (Regulations Section 1.871-2(b) ). 
In Mim. 5883, cited above, the Internal 
Revenue Service, emphasizing this phrase, 
has reiterated the contention that a tem- 
porary visa does not conclusively establish 
nonresidence (compare Schumacher, CCH 
Dec. 9054, 32 BTA 1242). The Service, in 
the mimeograph, called attention to the 
fact that “many visitors’ permits, or tem- 
porary visas, were issued to aliens who de- 
sired merely to get out of the war-torn country 
{during World War II] under any con- 
ditions and under any passport or visa so 
long as they reached the shores of the 
United States. For example, while the vast 
majority of such aliens originally entered 
the United States on temporary permits, 
numerous extensions of such permits have 
been applied for and granted and a great 
number of applications have been made by 
such aliens to enter a third country in order 
to qualify for re-entry to the United States 
on immigrants’ visas, thus indicating an 
intention to become residents of the United 
States even though such immigrants’ visas 
may not have been granted.” 

In the Nubar case, above, the Comrnis- 
sioner successfully contended that an alien, 
here on an extended temporary visa for a 
prolonged period and intending to say here 
until World War II had ended in Europe, 
was a resident despite the fact that the 
alien apparently had no intention. of apply- 
ing for an immigrant’s visa (compare 
Wriedt, CCH Dec. 15,630(M), 6 TCM 144; 
Marsman v. Commissioner, cited above; Com- 
missioner v. Patino, cited above; Chapman, 
CCH Dec. 16,049, 9 TC 619; but compare 
Molnar, CCH Dec. 14,809(M), 4 TCM 951; 
Constantinescu, CCH Dec. 16,486, 11 TC 37 
(acq.); Jamvold, CCH Dec. 16,517, 11 TC 


122 (acq.)). 


In Rev. Rul. 54-87 (1954-1 CB 155), it 
was held that “a foreign student studying 
in the United States for a degree which 
requires temporary residence in the United 
States for a minimum of 2 years will be 
classified, for Federal income tax purposes, 
as a resident alien during the period of 
such residence.” However, a later-published 
revenue ruling, 54-485 (1954-2 CB 244), 
held that the earlier revenue ruling, 54-87, 
established merely a rebuttable presump- 
tion of residence and that a foreign student 
who remains in the United States only 
during each school year (nine months) and 
returns to his home abroad or goes else- 
where abroad during his summer vacations 
will be classified as a nonresident alien 
(compare Rev. Rul. 55-653, I. R. B. 
1955-44, 7). 
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Officials of foreign governments, such 
as ambassadors, and the members of their 
immediate families and their attendants 
who are issued nonimmigrant visas under 
Section 1101(a)(15)(A) of the Immigration 
and Nationality Act occupy the status of 
nonresident aliens (Joseph Van Der Elst v. 
Commissioner, 55-1 ustc § 9520 (CA-2); 
see O. D. 198, 1 CB 164; compare Jamvold, 
cited above). 


Immigrant visa.—Although Mim. 5883, 
cited above, states that “the possession of 
an immigrant’s visa by an alien, upon his 
initial entrance into the United States, 
is not conclusive of his classification as a 
resident of this country,” this objective 
fact must be well-nigh conclusive. It would 
indelibly mark his intention to stay in this 
country for an extended period as more 
than “a mere transient or sojourner” 


(Cooper, CCH Dec. 17,967, 15 TC 757; but 
compare Tilburn, cited above). 


Change of status from resident to non- 
resident.—After an alien has once estab- 
lished residence here, his status is not 
changed by a mere intention to return to 
the country of his origin (Thomas, CCH 
Dec. 9173, 33 BTA 725; Regulations Section 
1.871-5). His mere absence from the United 
States for six months or longer is not 
“nonresidence” (Stallforth, CCH Dec. 8536, 
30 BTA 546, aff’d, 35-1 uste § 9329, 77 F. 
(2d) 548 (CCA D. C.), cert. den., 296 U. S. 
606; Baer, CCH Dec. 15,177, 6 TC 1195. 
But compare Constantinescu, cited above). 
United States residence, once acquired, is 
not lost except through a physical de- 
parture from the United States, coupled 
with the intention of abandoning United 
States residence. Where an alien who 
acquired United States residence obtains, 
upon departing from the United States, a 
re-entry permit, he is considered prima facie 
to retain his status as United States resi- 
dent until the period covered by his re- 
entry permit and any extension thereof has 
expired or some definite action is taken 
by him which shows that he has abandoned 


his United States residence (I. T. 4057, 
1951-2 CB 93. See “Aliens Departing from 
United States,” below). 


Trusts and estates.—Despite the facts 
that (1) the grantor (and the beneficiaries) 
of a trust were nonresident aliens, (2) the 
trust was created outside of the United 
States and (3) most of the trustees were 
nonresident aliens, the trust has been held 
to be a resident trust and its retained in- 
come taxable in a manner similar to that 


of the resident individual, where one of the 
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trustees was a United States citizen, the 
corpus was kept here and the trustees 
maintained—in the charge of the United 
States trustee—an office in the United 
States (B. W. Jones Trust, CCH Dec. 
12,431, 46 BTA 531, aff'd, 43-1 uste § 9238, 
132 F. (2d) 914 (CCA-4)). 


It has been indicated that the status 
of the trustee as a resident will cause the 
trust to be a resident trust (see G. C. M. 
11221, XI-2 CB 123; O. D. 743, 3 CB 203; 
compare Regulations Section 1.871-2(a) 
(the term “nonresident alien” includes a 
nonresident alien fiduciary); contra: I. T. 
1885, II-2 CB 164 (“The status of the 
fiduciary as a citizen or an alien, a resident 
or a nonresident, has nothing to do with 
the status of the trust.”)). In B. W. Jones 
Trust, cited above, the Tax Court found 
the trust to be an “alien” on the basis of 
its creator having been English, all of its 
beneficiaries being English, three of its 
four trustees being English (although the 
active fourth was a United States citizen) 
and its creation having occurred outside the 
United States. 


With respect to a decedent’s estate, it 
has been held that the estate, being a 
separate taxable entity, does not depend 
for its residence status upon the status of 
the decedent or the beneficiaries, and that 
—consequently—where the estate is being 
administered by a resident fiduciary, the 
estate is a resident taxpayer, notwithstand- 
ing the fact that the decedent and all bene- 
ficiaries are nonresident aliens. The residence 
status of an estate was said to “depend 
upon the status of the trustee, executor, 
administrator, guardian, etc., rather than 
upon the status of their principals, whether 
decedents, heirs, or other beneficiaries.” 
(Estate of A. F. Cooper, CCH Dec. 3054, 
9 BTA 21 (acq.).) However, an ancillary 
administrator in the United States ap- 
pointed for the estate of a nonresident 
alien is taxable on the same basis as a non- 
resident alien individual (I. T. 3100, 1937-2 
CB 156). 


Partnerships.—A partnership engaged in 
trade or business within the United States 
is referred to as a “resident partnership,” 
and a partnership not engaged in trade or 
business within the United States as a 
“nonresident partnership.” Whether a_part- 
nership is to be regarded as resident or 
nonresident is not determined by the nation- 
ality or residence of its members or by the 
place in which it was created or organized. 
Not to be confused with “resident” and 
“nonresident” partnerships, respectively, are 
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“domestic” and “foreign” partnerships. Code 
Section 7701(a)(4) defines a “domestic part- 
nership” as a partnership “created or 
organized in the United States or under 
the law of the United States or of any 
State or Territory.” Code Section 7701(a) 
(5) defines a foreign partnership as a “part- 
nership which is not domestic.” 

Analogy of foreign residence of United 
States citizens—On the meaning of “resi- 
dence,” it will be helpful to refer to the 
rulings and decisions interpreting Code 
Section 91l(a)(1), excluding from gross 
income, and exempting from income tax, 
earned income from sources without the 
United States in the case of a United 
States citizen who is a bona-fide “resident 
of a foreign county”: Regulations Section 
1.911-1; I. T. 3642, 1944 CB 262; Swenson 
v. Thomas, 47-2 ustc {J 9404, 164 F. (2d) 
783 (CCA-5); Downs, CCH Dec. 15,431, 
7 TC 1053, aff'd, 48-1 ustce $9159, 166 
F. (2d) 504 (CCA-9), cert. den., 334 U. S. 
832; Myers v. Commissioner, 50-1 ustc { 9253, 
180 F. (2d) 969 (CA-4); Seeley v. Com- 
missioner, 51-1 ustc § 9114, 186 F. (2d) 
541 (CA-2); Jones v. Kyle, 51-2 ustc J 9400, 
190 F. (2d) 353 (CA-10), cert. den., 342 
U. S. 886; Fuller v. Hofferbert, 53-1 ustc 
7 9405, 204 F. (2d) 592 (CA-6); Kollmar, 
CCH Dec. 14,371, 4 TC 727 (acq.); Johnson, 
CCH Dec. 15,430, 7 TC 1040; Bouldin, CCH 
Dec. 15,765, 8 TC 959; Harvey, CCH Dec. 
16,231, 10 TC 183 (acq.); Baehre, CCH Dec. 
17,841, 15 TC 236 (acq.); Rose, CCH 
Dec. 18,072, 16 TC 232 (acq.); Hertig, CCH 
Dec. 19,272, 19 TC 109; Hamer, CCH Dec. 
20,341, 22 TC 343 (acq.); Pierce, CCH Dec. 
20,373, 22 TC 493; Larsen, CCH Dec. 20,801, 
23 TC 599; Page, CCH Dec. 20,968, 24 TC 
52 (acq.) ; Stierhout, CCH Dec. 21,080, 24 TC 
—, No. 54 (acq.) ; Harry M. Halstead, “Tax 
Planning for Americans Working in Foreign 
Lands,” 28 Taxes 861 (September, 1950); 
Joseph, “Domicile and Residence of In- 


dividuals for American Tax Purposes,” 
cited above; Rev. Rul. 291, 1953-2 CB 42. 


Engaged in Trade or Business 
Within United States 


There is no real statutory or administra- 
tive definition of “engaged in trade or busi- 
ness within the United States.” Reference 
should be made to particular income tax 
treaties. 

The Code provides that the term “en- 
gaged in trade or business within the 
United States”: 


. includes the performance of per- 
sonal services within the United States at 
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any time within the taxable year, but does 

not include the performance of personal 

services— 
“(1) for a individual, 


nonresident alien 


foreign partnership, or foreign corporation, 
not engaged in trade or business within the 
United States, or 


“(2) for an office or place of business 
maintained by a domestic corporation in 
a foreign country or in a possession of 
the United States,” such exclusion relating 
to performance “by a nonresident alien 
individual temporarily present in the United 
States for a period or periods not exceeding 
a total of 90 days during the taxable year 
and whose compensation for such services 
does not exceed in the aggregate $3,000.” 
(Code Section 871(c); See Regulations 
Section 1.871-8(a); Joseph Van Der Elst v. 
Commissioner, cited above (receiving pay 
for “a call on his services,” though no 
services were actually rendered, is being 
engaged in business).) Of course, per- 
formance of personal services here in a 
capacity other than as an employee may 
also constitute engaging in United States 
business (See U. S. v. Balanovski, 55-1 ustc 
{9302 (DC N. Y.)). Not a great deal of 
assistance is afforded by the Code’s only 
other attempted definition of the term 
“trade or business” as one which “includes 
the performance of the functions of a public 
office.” (Code Section 7701(a)(26).) 

An alien may be considered to be en- 
gaged in business within the United States 
for reasons other than the rendering of 
personal services in the United States. A 
relatively small amount of other United 
States business activity is sufficient to es- 
tablish that an alien is engaged in business 
within the United States (I. T. 1406, I-2 
CB 151; compare G. C. M. 17014, XV-2 
CB 317). A business may exist even though 
the net income is comparatively trivial. 
Such was the holding in Yerburgh, CCH 
Dec. 14,930(M), 4 TCM 1145, where the 
only business activity was the ownership 
and renting out of two small parcels of 
United States real estate, which were man- 
aged by a local real estate agent (see also 
Gilford v. Commissioner, 53-1 ustc { 9201, 
201 F. (2d) 735)). The agent turned over 
the rentals to the alien’s attorney in the 
United States and he, in turn, paid the in- 
surance premiums and realty taxes, and 
remitted the net rentals to the alien. This 
decision is, however, extreme and not really 
reconcilable with Barbour, CCH Dec. 
13,797(M), 3 TCM 216 (compare Grier v. 
U. S., 54-1 ustce $9268, 120 F. Supp. 395 
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(DC Conn.), aff'd, 55-1 uste § 9184, 218 
F. (2d) 603 (CA-2), with Lagreide, CCH 
Dec. 20,721, 23 TC 508, and Reiner v. 
U. S., 55-1 ustc § 9480, 222 F. (2d) 770 
(CA-7), on whether the renting of a single 
residence is a trade or business, the latter 
cases holding that such renting is a trade 
or business. But see U. S. v, Emery, ete. 
Company, 237 U. S. 28). At any rate, 
management of real estate for profit on a 
considerable scale, even if done through 
an attorney, agent or attorney-in-fact, 
clearly constitutes engaging in business 
(J. C. Lewenhaupt, CCH Dec. 19,606, 20 
TC 151, aff’d, 55-1 uste J 9339, 221 F. (2d) 
227 (CA-9); Pinchot v. Commissioner, 40-2 
ustc § 9592, 113 F. (2d) 718 (CCA-2) (es- 
tate tax case); Jnvestors’ Mortgage Security 
Company, Ltd. CCH Dec. 14,333(M), 4 
TCM 45; G. C. M. 18835, 1937-2 CB 141; 
see also Frank Handfield, CCH Dec. 20,810, 
23 TC 633, where a nonresident alien manu- 
facturer was held to be doing business in 
the United States through a _ consignee- 
agent here. Compare Rev. Rul. 55-617, 
I. R. B. 1955-41, 39). 


However, the mere ownership of a parcel 
of real estate which is rented out by the 
alien and operated by the lessee on a net- 
rent basis is not a trade or business, even 
though the alien’s United States attorney 
pays mortgage interest before remitting the 
rentals to the alien (Neill, CCH Dec. 
12,251, 46 BTA 197; G. C. M. 18835, cited 
above; I. T. 3260, 1939-1 CB (Part 1) 199). 
An isolated and fortuitous sale does not 
constitute business (European Naval Stores 
Company, CCH Dec. 16,518, 11 TC 127; 
The Linen Thread Company, Ltd., CCH Dec. 
17,620, 14 TC 725; Pasquel, CCH Dec. 
20,047(M), 12 TCM 1431). Ownership of 
investment property in this country, a di- 
rectorship in a United States corporation, 
and attendance at directors’ and stockholders’ 
meetings in the United States do not con- 
stitute engaging in business in the United 
States (Turner v. McCuen, 2 ustc {572 
(DC Vt., 1930) (estate tax case)). That 
a nonresident alien was sole stockholder of 
a domestic corporation and made frequent 
pleasure trips to the United States did not 
mean that he was engaged in United States 
business (Tarafa y Armas Estate, CCH Dec. 
9908, 37 BTA 19 (acq.) (estate tax case); 
Estate of Bozo Banac, CCH Dec. 18,604, 
17 TC 748 (acq.); but see Paul, Federal 
Estate and Gift Taxation, Volume 1, Section 
2.12). Collection of interest and dividends 
from investments in the United States does 
not constitute engaging in United States 
business (see I. T. 3260, cited above). 
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The Service has made the broad observa- 
tion that “generally any activities beyond 
the mere receipt of income from property 
and the payment of organization and ad- 
ministration expenses incidental to the 
receipt and distribution thereof constitute 

.. engaging in trade or business” within 
the meaning of the predecessors of Code 
Sections 871(a) and 882(a) (G. C. M. 
18835, cited above). 


By express statutory provision, the term 
“‘engaged in trade or business...” .. . 
does not include the effecting, through a resi- 
dent broker, commission agent, or custodian, 
of transactions in the United States in 
stocks or securities, or in commodities (if 
of a kind customarily dealt in on an or- 
ganized commodity exchange, if the trans- 
action is of the kind customarily consummated 
at such place, and if the alien, partnership, 
or corporation has no office or place of 
business in the United States at any time 
during the taxable year through which or 
by the direction of which such transactions 
in commodities are effected).” (Code Sec- 
tion 871(c); see Regulations Section 
1.871-8(b); I. T. 3260, cited above; Chang 
Hsiao Liang, CCH Dec. 20,917, 23 TC 
1040 (acq.).) 


The regulations point out that the term 
“commodities” in this connection means 
“goods . of a kind customarily dealt 
in on an organized commodity exchange, 
such as a grain futures or a cotton futures 
market” and “does not include merchandise 
in the ordinary channels of commerce.” 
(Regulations Section 1.871-8(b).) 


“The words ‘commission agent’ 
contemplate a person similar to a broker 
who effects transactions in commodities for 
the public in general as distinguished from 
an ordinary agent who receives his com- 
pensation on the basis of a percentage of 
merchandise sold. The idea of exclusive- 
ness enters into an employment of agency, 
while with respect to brokers, there is a 
holding out of one’s self generally for 
employment in matters of trade, commerce, 
etc.” (G. C. M. 21219, 1939-1 CB (Part 
1) 201.) 

In the Adda case, CCH Dec. 16,244, 10 
TC 273, aff'd, 49-1 ustc 7 9109, 171 F. (2d) 
457 (CA-4), cert. den., 336 U. S. 952, the 
alien traded extensively in commodities 
through resident brokers in the United 
States, but used as an intermediary a 
resident brother who had discretionary au- 
thority and was not a broker, commission 
agent or custodian. The alien was held to 
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have engaged in business within the United 
States (see also G. C. M. 21219, cited 
above). By way of contrast, reference may 
be made to Chang Hsiao Liang, cited above, 
where it was held that a nonresident alien 
whose securities were managed by a resi- 
dent commission agent primarily for in- 
vestment purposes—as distinguished from 
a trading operation amounting to a trade 
or business—was not engaged in a trade or 
business within the United States (see also 
Adda, CCH Dec. 16,482, 10 TC 1291 (acq.)). 

In Commissioner v. Nubar, cited above, the 
Court of Appeals for the Fourth Circuit, 
reversing the Tax Court, went so far. as 
to hold that, despite the predecessor of 
Code Section 871(c), an alien was engaged 
in trade or business in this country because 
his extensive speculative transactions in 
securities and commodity futures, though 
effected through resident brokers, were 
personally directed by the alien during his 
prolonged physical presence here. 

A statutory provision, introduced by the 
Revenue Act of 1950 and designed to plug 
the loophole existing under the Tax Court’s 
decision in the Nubar case, now specifically 
imposes a tax on the net amount of capital 
gains derived from United States sources 
by a nonresident alien individual not en- 
gaged in United States business, but physi- 
cally present in the United States. (See the 
discussion under the heading “Nonresident 
Aliens Not Engaged in Business Within 
United States,” below.) 


Moreover, a nonresident alien is engaged 
in United States business and is, therefore, 
taxable on securities gains, irrespective of 
physical presence, if his performance of 
personal service in the United States or his 
sales of real or personal property are more 
than occasional and are outside the above- 
discussed specific exceptions of Code Sec- 
tion 871(c). He need not have an office or 
place of business here (Mim. 5883, cited 
above; I. T. 3478, 1941-1 CB 266; Code 
Sections 871(c) and 861(a)(3)). 


An alien is engaged in United States 
business if he is a member of a partnership 
so engaged (Code Section 875; Regulations 
Section 1.875-1; Craik v. U. S., 40-1 ustc 
{ 9222, 31 F. Supp. 132 (Ct. Cls.); Johnston, 
CCH Dec. 21,195, 24 TC —, No. 102; I. T. 
3233, 1938-2 CB 192; see also Cantrell & 
Cochrane, Ltd. CCH Dec. 5863, 19 BTA 
16). The test of whether a partnership is 
engaged in United States business is the 
same as in the case of a nonresident alien 
individual (Regulations Section 1.875-1). 
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The fact that a foreign partnership had a 
partner in the United States for eight 
months who conducted activities as a pur- 
chasing agent of the partnership was held 
to be insufficient ground for finding that 
the partnership was engaged in trade or 
business in the United States (U. S. v. 
Balanovski, cited above). 

“Neither the beneficiary nor the grantor 
of a trust, whether revocable or irrevocable, 
is deemed to be engaged in trade or busi- 
ness within the United States merely be- 
cause the trustee is engaged in trade or 
business within the United States.” (Regu- 
lations Section 1.871-8.) 


An alien who engages in business in a 

of the United States is not 

thereby engaged in business within the 

United States, because the term “United 

States” when used “in a geographical sense” 

does not include possessions of the United 
States. 


For other decisions on doing, or engaging 
in, business, see Edwards v. Chile Copper 
Company, 1 ustc $167, 270 U. S. 452; 
Higgins v. Commissioner, 41-1 ustc § 9233, 
312 U. S. 212; U. S. v. Pyne, 41-1 uste 
7 9428, 313 U. S. 127; City Bank Farmers 
Trust Company v. Helvering, 41-1 ustc J 9426, 
313 U. S. 121; Commissioner v. Smith, 53-1 
ustc §9317, 203 F. (2d) 310 (CA-2); 
Lewellyn v. Pittsburgh, Bessemer & Lake 
Erie Railroad Company, 222 F. 177 (CCA-3, 
1915) ; and cases cited in all of the foregoing. 


Aliens Departing from United States 


An alien, whether resident or nonresident, 
may not depart from the United States 
unless he first procures from a district 
director of internal revenue a certificate 
that he has complied with all the obliga- 
tions imposed upon him by the “income 
tax laws” (Code Section 6851(d)). 


Rev. Rul. 55-468, I. R. B. 1955-30, 29, 
comprehensively establishes “uniform pro- 
cedures for the issuance of Certificates of 
Compliance to, and for the clearance of, 
aliens departing from the United States 
or any possession of the United States.” 
Under that revenue ruling, the district 
director from whom such certificate is to be 
procured is the district director for the 
district in which the alien or his representa- 
tive is located. If necessary, the certificate 
may be obtained from the district director 
in whose district the point of departure is 
located. Certificates of compliance may be 
issued within a period of 30 days prior to 
the alien’s departure. If the alien presents 
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himself at the point of departure without 
such certificate, he will be examined by an 
internal revenue officer, and such taxes as 
appear to be due and owing will be collected. 


The form of return or statement to be 
filed by a departing alien, as prescribed by 
Rev. Rul. 55-468, is Form 1040C for an 
alien whose taxable period has been termi- 
nated, Form 1040D for an alien whose tax- 
able period has not been terminated and 
Form 2063 for a nonresident alien having 
no taxable income from United States 
sources for the taxable period. 


Under Code Section 6851(a), the Com- 
missioner of Internal Revenue can declare 
the taxable period of the alien immediately 
terminated and make demand for immedi- 
ate payment of the tax for the taxable 
period declared terminated and of all un- 
paid taxes for preceding years. In such 
case, any personal exemption should not 
be prorated; the departing alien is entitled 
to the full personal exemption (Rev. Rul. 
55-468; Rev. Rul. 54-428, 1954-2 CB 43). 
Credit should be given for any tax withheld 
(Mim, 2195, 1 CB 253). The tax for the tax- 
able period so declared terminated and so much 
of any tax for a preceding taxable year as 
is unpaid may be made immediately due 
and payable (Code Section 6851(a)). 

Such termination of the taxable period 
may occur each time the alien departs, 
but an annual return for the 12-month 
period which would otherwise be his tax- 
able year should eventually be filed, and 
any resulting overassessment will be re- 
funded (Code Section 6851(b); G. C. M. 
17195, XV-2 CB 107; special ruling, July 
5, 1950; Ludwig Littauer & Company, CCH 
Dec. 10,026, 37 BTA 840). Interest due on 
such overpayment runs from the due date 
of the annual return, and not from the 
earlier actual date of payment of tax (Rev. 
Rul. 55-339, I. R. B. 1955-22, 20). 


However, Rev. Rul. 55-468 provides: “In 
the case of an alien who is not in default 
in making any return, or paying any income 
tax, the Commissioner may waive termina- 
tion of the taxable period and the alien may 
procure a Certificate of Compliance by: (1) 
appointing in writing on Form 934 an at- 
torney-in-fact, resident in the United States, 
to make his income tax return or returns; 
(2) making on Form 1040D, a return of 
information; and (3) either paying the 
estimated tax as shown on such information 
return or furnishing security approved by 
the District Director.” Resident aliens who 
have substantial blocked income from foreign 
sources which they have deferred reporting 
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ordinarily will be required to furnish 
security for the amount of tax deferred on 
the deferred blocked income (Rev. Rul. 
55-661, I. R. B. 1955-44, 14). 


Although the Code provides that a joint 
return may be filed where each spouse is 
either a resident alien or a United States 
citizen, Rev. Rul. 55-468 provides: “As a 
general rule, departing aliens will not be 
permitted to file a joint return.” It specifies 
the conditions under which the district 
director may permit the filing of a joint 
return as follows: “However, if the District 
Director is reasonably satisfied that a resident 
alien and his spouse will be eligible to file 
a joint return at the normal close of their 
taxable period for which the return is made, 
he may permit the filing of a joint return 
if (1) the departing alien and his spouse 
are both required to file a return on Form 
1040C for the period ending with the 
intended date of departure, or (2) the 
departing alien is permitted to file a return 
on Form 1040D and the taxable year of his 
spouse is not terminated.” The district 


director is admonished that the entire tax 
on such joint return should be paid, or 
security therefor furnished, before the cer- 
tificate of compliance is issued. 


Revenue Ruling 55-468 specifies particular 
classes of aliens who may obtain certificates 
of compliance without appointment of an 
attorney-in-fact or payment of the tax or 
posting of security and other classes of 
aliens who may depart from the United 
States without obtaining a certificate of 
compliance. The former include aliens 
whose employment, business or profession 
requires them to leave the United States 
from time to time, such as “alien foreign 
newspaper correspondents,- resident alien 
employees of domestic corporations and 
partnerships, and resident alien employees, 
owners, and partners of established do- 
mestic businesses or professional enter- 
prises.” In all such instances, the district 
director must be satisfied that collection 
of the tax will not be jeopardized. The 
revenue ruling indicates the scope of the 
facts to be considered and the nature of 
the statement to be required of the alien by 
the district director in determining that 
collection of the tax will not be jeopardized. 


Certificates of compliance are not re- 
quired to be obtained by representatives 
of foreign governments bearing diplomatic 
passports, or members of their household or 
servants accompanying them (Rev. Rul. 
55-468; Rev. Rul. 54-551, 1954-2 CB 234) 
nor by aliens in transit through the United 
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States without stopover privileges who by 
reason of transportation difficulties are 
obliged to remain here for not more than 
five days (“unless there is evidence avail- 
able indicating taxable income”) nor by 
aliens in transit between the continental 
United States and Alaska or Hawaii with- 
out stopover privileges in a foreign couhtry 
nor “ordinarily” by alien residents of Canada 
and Mexico “who commute to the United 
States at frequent intervals for the purpose 
of employment and whose wages are sub- 
ject to the withholding of tax” (Rev. Rul. 
55-468). 

If the departing alien desires to overcome 
the presumption that he is a nonresident— 
for example, for the purpose of availing 
himself of more advantageous tax pro- 
visions applicable in his case if he were a 
resident—proof should be presented: 

“(ii) That the alien, at least six months 
before the date he so presents himself, has 
filed a declaration of his intention to be- 
come a citizen of the United States under 
the naturalization laws; or 


“(ii) That the alien, at least six months 
before the date he so presents himself, has 
filed Form 1078 [certificate of residence] 
or its equivalent; or 

“(iii) Of acts and statements of the alien 
showing a definite intention to acquire 
residence in the United States or showing 
that his stay in the United States has been 
of such an extended nature as to constitute 
him a resident.” (Italics supplied.) (Regu- 
lations Section 1.871-4(c)(1).) 


The examining internal revenue officer 
may require certificates as to the facts, 
executed by “some credible person or per- 
sons, other than the alien and members of 
his family, who have known the alien at 
least six months before the date of exe- 
cution of the certificate or certificates.” 
(Regulations Section 1.871-4(d).) 


Resident Aliens 


“Resident aliens are, in general, taxable 
the same as citizens of the United States; 
that is, a resident alien is taxable on income 
derived from all sources, including sources 
without the United States.” (Italics supplied.) 
(Regulations Section 1.871-1.) Reference 
should be made to particular income tax 
treaties for exemptions applying to resident 
aliens with respect to specified kinds of in- 
come. Resident aliens are, in general, sub- 
ject to the same tax rates, credits, method 
of computing taxable income, and adminis- 
trative and other provisions as citizens. 
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Rates.—The provisions are in general the 
same as for United States citizens. It 
should be noted that if the spouse of either 
a citizen or a resident alien is a nonresident 
alien at any time during the taxable year, 
no joint return may be filed (Code Section 
6013(a)(1)). The splitting-of-income privi- 
lege (with its consequent reduction in tax 
rate) would accordingly be unavailable 
(Code Section 2(a); see also Rev. Rul. 
55-711, I. R. B. 1955-49, 6, dealing with 
“head of the household” status). Note 
should be taken of Code Section 931, di- 
recting the President to make a proclama- 
tion whenever he “finds that, under the 
laws of any foreign country, citizens or 
corporations of the United States are being 
subjected to discriminatory or extra-terri- 
torial taxes” and providing generally that 
thereupon the rates of tax on citizens and 
corporations of such foreign country shail 
be doubled. 


Credits against tax.—The provisions are 
the same as for United States citizens, ex- 
cept for the Code sections dealing with the 
foreign tax credit, that is, the credit for 
income, war profits and excess profits taxes 
paid to a foreign country (Code Sections 
901(a), 33). In the case of a resident alicn, 
the credit will be allowed only if the 
foreign country of which the taxpayer is a 
allows a similar credit 
to United States citizens residing there 
(Code Section 901(b)(3); see Freudmann, 
CCH Dec. 16,379, 10 TC 775 (acq.); Bow- 
ring, CCH Dec. 7882, 27 BTA 449; Wilson, 
CCH Dec. 15,531, 7 TC 1469; 1. T. 3749, 
1945 CB 202; see also particular income 
tax treaties). 


citizen or subject 


Gross income.—“Taxable income” under 
the Code is generally defined as meaning 
“gross income” minus “deductions” (Code 
Section 63). The Code provisions as to 
“gross income” generally do not differenti- 
ate between United States citizens and 
resident aliens. Income from sources with- 
out the United States is includable. How- 
ever, Code Section 893 exempts compensation 
of alien employees of foreign governments 
or of international organizations under 
specified conditions (see Regulations Sec- 
tion 1.893-1; Rev. Rul. 54-397, 1954-2 CB 
171; Louis Vial, CCH Dec. 17,870, 15 TC 
403; but see Rev. Rul. 56-44). As above 
stated, reference should be made to par- 
ticular income tax treaties for other exemp- 
tions from taxation. Note might also be 
taken of the fact that Code Section 911, af- 
fording an exemption of “earned income” 
from sources without the United States 
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in the case of residents of foreign countries, 
etc., is naturally restricted to United States 
citizens. 

Deductions.—The provisions as to deduc- 
tions, including those for personal exemp- 
tions, are the same as for United States 
citizens (see Schnur, CCH Dec. 16,239, 10 
TC 208 (acq.); but compare Welti, CCH 
Dec. 13,117, 1 TC 905). 


Returns and payment of tax.—The re- 
quirements are the same as for United 
States citizens. 

Change of status from nonresident to 
resident during taxable year.—If a nonresi- 
dent alien becomes a citizen or resident 
alien during a taxable year, separate com- 
putations are required for each period. 
However, a single return may be filed for 
the taxable year (I. T. 3237, 1938-2 CB 188; 
compare G. C. M. 10759, XI-2 CB 99). The 
individual may not, in such case, compute 
his tax under the optional tax table (see 
Code Section 4(d)). His exemptions for 
dependents, allowable as deductions in com- 
puting taxable income, are determined as of 
the last day of the taxable year, but the 
amount may not exceed his net income for 
the period of his citizenship or residence 
(I. T. 3926, 1948-2 CB 48). His income 
received from sources without the United 
States prior to his change of status to 
citizen or resident is not taxable (Regula- 
tions Section 1.872-1(a)(2); Lee, CCH Dec. 
2391, 6 BTA 1005 (acq.); Marsman v. Com- 
missioner, cited above (share of foreign per- 
sonal holding company’s income)). But 
if such income was realized only after his 
change of status, he is taxable thereon, 
although the services from which such in- 
come was derived were performed prior 


thereto (Steur, CCH Dec. 15,447, 7 TC 
1075). 


The Service has ruled that a resident 
alien, reporting income on the cash-receipts- 
and-disbursements method, must include in 
his gross income gross receipts during the 
year from the sale of livestock which he 
raised for sale in a foreign country and 
which he sold there subsequent to acquiring 
residence in the United States (Rev. Rul. 
55-62, I. R. B. 1955-6, 11). It has also been 
held that the foreign tax credit is limited 
to the portion of the foreign income tax 
which is allocable to income earned during 
the period the individual was a United States 
resident (Marsman v. Commissioner, cited 
above; with respect to the effect of trans- 
actions during the preresidence period 
generally, see Marcel Klarmann, “Entities 
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Not Previously Taxed,” 31 Taxes 425, 431 
(June, 1953); Harry F. Weyher and 
Augustus W. Kelley III, “The Income 
Taxation of Aliens—Some Riddles and 
Paradoxes,” 9 Tax Law Review 371, 390; 
but see Code Section 1016(a)(3)). 

Change of status from resident to non- 
resident during taxable year.—Income re- 
ceived from sources without the United 
States before the date of change is taxable 
(Regulations Section 1.872-1(a) (2); G.C. M. 
10759, XI-2 CB 99; Goldring, CCH Dec. 
9793, 36 BTA 779; compare O. D. 468, 2 
CB 243). 


Nonresident Aliens Engaged 
in Business Within United States 


Unlike citizens and resident aliens, all 
nonresident aliens are taxable only on in- 
come from “sources within the United 
States.” (Italics supplied.) (Code Section 
872(a); Regulations Section 1.871-1, 1.872-1 
(a) (1).) 

Rates.—In general, rates of taxes on non- 
resident aliens engaged in United States 
business are the same as those for United 
States citizens (Code Section 871(c); Regu- 
lations Section 1.871-7(d)(1)). However, 
there are some differences. No nonresident 
alien is entitled to use the optional tax 
table set forth in Code Section 3 (Code 
Section 4(d)(1)). No joint return may be 
filed if either spouse is a nonresident alien 
at any time during the taxable year (Code 
Section 6013(a)(1)) and, accordingly, the 
splitting-of-income privilege (with its conse- 
quent reduction in tax rate) is unavailable 
(Code Section 2(a)); nor may the surviving 
spouse claim the full income-splitting bene- 
fits (available to qualifying surviving spouses 
for the first two years after the death of 
the other spouse), if either spouse was a 
nonresident alien during the taxable year 
of such other spouse’s death (see Code Sec- 
tion 2). Although the benefit of a somewhat 
reduced tax rate has been generally ex- 
tended to an unmarried individual who 
qualifies as the “head of a household,” for 
which case a special rate table is provided 
(Code Section 1(b)(1); Regulations Sec- 
tion 1.1-2(b)(6)), it is specifically provided 
that no taxpayer shall be considered to be 
a head of a household “if at any time during 
the taxable year he is a nonresident alien” 
(Code Section 1(b)(4)(A)). The term “self- 
employment income” is so defined as spe- 
cifically to exclude earnings derived by a 
nonresident alien individual (Code Section 
1402(b)) and, accordingly, a nonresident 
alien is not subject to the additional tax on 
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“self-employment income” imposed by Code 
Section 1401. Reference should be made 
to particular income tax treaties for pro- 
visions specifying reduced rates for non- 
resident aliens (see also Code Section 
1.871-7(e)). 


Credits against tax.—All nonresident aliens 
are entitled to a credit against tax allowed 
by Code Section 32, equal to the amount 
of tax withheld at source on nonresident 
aliens under Code Section 1441 (see Code 
Section 1462) and a credit allowed by Code 
Section 31 for any tax withheld on wages 
under Code Section 3402. Nonresident aliens 
engaged in business within the United States 
are also entitled to some, but not all, other 
types of credit #ainst tax available to 
United States citizens. The credits to which 
such nonresident aliens are also entitled in- 
clude the dividend-received credit allowed 
by Code Section 34 in an amount equal to 
4 per cent of dividend income received from 
domestic corporations (together with the 
$50 dividend exclusion allowed by Code 
Section 116); the credit allowed by Code 
Section 35 in an amount equal to 3 per cent 
of interest received on partially tax-exempt 
obligations of the United States or its in- 
strumentalities; and the credit allowed by 
Code Section 6402 for overpayment of tax 
(Regulations Section 1.871-7(d)(3)). No 
foreign tax credit is made available to any 
nonresident alien under Code Sections 33 
and 901 (Code Section 874(c)). Reference 
should be made, however, to particular in- 
come tak treaties. Also in terms inapplicable 
to all nonresident aliens is the tax credit on 
“retirement income” (Code Section 37(h)). 

Gross income.—‘“‘In the case of a non- 
resident alien individual gross income in- 
cludes only the gross income from sources 
within the United States.” (Code Section 
872(a); see Regulations Sections 1.872-1 
(a)(1) and (c), and 1.871-7(d)(2).) Also 
specifically excluded from gross income of 
nonresident alien individuals are earnings 
derived from the operation of ships under 
foreign flag or of aircraft of foreign registry 
if the foreign country grants equivalent ex- 
emption to United States citizens and cor- 
porations (Code Section 872(b); Regulations 
Section 1.872-2(a)). Reference should be 
made to particular income tax treaties. 

Code Section 894 provides: “Income of 
any kind, to the extent required by any 
treaty obligation of the United States, shall 
not be included in gross income and shall 
be exempt from taxation under this sub- 
title.” (See also Code Section 7852(d); 
Regulations Sections 1.894-1 and 1.872-2(b).) 
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Income exempted by the United States 
Constitution or by provisions of the Code 
or other United States statute, even if de- 
rived from United States sources, 1s not 
taxable (see Regulations Section 1.872-2(c)). 
Thus, for example, interest upon obligations 
of a state or city of the United States is 
excludable from gross income under Code 
Section 103 and, accordingly, is not taxable 
to a nonresident alien (Waldorf Astor, CCH 
Dec, 8849, 31 BTA 1009; compare I. T. 2815, 
XITI-2 CB 78; Chapman, cited above). 


Code Section 861(a) specifies: 

“The following. items of gross income 
shall be treated as income from sources 
within the United States” (italics supplied; 
see generally Regulations Section 1.861-1(a)) : 


(1) Interest from the United States Govern- 
ment and any territory thereof, etc., and 
interest on “bonds, notes, or other interest- 
bearing obligations of residents, corporate 
or otherwise” is includable (Code Section 
861(a)(1); Regulations Section 1.861-2). 
Reference should be made, however, to 
particular income tax treaties. Interest on 
bank deposits, on open accounts, on a con- 
demnation award, on an insurance policy, 
on a cause of action and on a judgment are 
included in this classification (Eitingon, CCH 
Dec. 8038, 27 BTA 1341; Waldorf Astor, 
cited above; Helvering v. Stockholms Enskilda 
Bank, 35-1 ustc $9007, 293 U. S. 84; 
British-American Tobacco Company, Ltd. v. 
Helvering, 35-1 ustc J 9008, 293 U. S. 95; 
Commissioner v. Raphael, 43-1 uste { 9272, 
133 F. (2d) 442 (CCA-9), cert. den., 320 
U. S. 735; I. T. 2792, XIII-1 CB 85; I. T. 
3216, 1938-2 CB 183; G. C. M. 13366, XIII-2 
CB 164; G. C. M. 21187, 1939-1 CB (Part 1) 
141; G. C. M. 21968, 1940-1 CB 67; but 
compare Lloyd, CCH Dec. 14,413, 4 TC 829, 
aff'd, 46-1 ustc 99201, 154 F. (2d) 643 
(CCA-3), cert. den., 329 U. S. 717). Interest 
paid by a domestic corporation on a security 
deposit, even though the deposit was made 
in a foreign bank and the interest was paid 
by a branch office in the foreign country, 
is included (Monk & Company, CCH Dec. 
16,213, 10 TC 77; I. T. 3940, 1949-1 CB 113; 
Compare I. T. 3059, 1937-1 CB 111). “In- 
terest received from the United States on a 
refund of Federal income taxes constitutes 
income from sources within the United 


States.” (Regulations Section 1.861-2(b).) 


Excluded is “interest received from a 
resident alien individual, a resident foreign 
corporation, or a domestic corporation” if 
“less than 20 percent of the gross income 
of such resident payor or domestic corpo- 
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ration has been derived from sources within 
the United States . . . for the 3-year period 
ending with the close of the taxable year 
of such payor preceding the payment of 
such interest . . .” (Code Section 861 
(a)(1)(B); Regulations Section 1.861-2(a) 
(2).) The regulations require any taxpayer 
who excludes such items from gross income 
to file with his return “a statement setting 
forth the amount of such income and such 
information as may be necessary to show 
that the income is of the type specified ... .” 
(Regulations Section 1.861-2(c).) 


Excluded also is interest on bonds of a 
foreign government, although the bonds are 
held here and interest is received here (O. D. 
35, 1 CB 101; Standard Marine Insurance 
Company, Ltd., CCH Dec. 1627, 4 BTA 853; 
Marine Insurance Company, Lid., CCH Dec. 
1623, 4 BTA 867; compare L. O. 786, 1 CB 
99; Ocean Accident & Guarantee Corporation, 
Ltd., CCH Dec. 4476, 13 BTA 1057). In- 
terest on bonds of the international bank is 
also excluded (special ruling, November 25, 
1947; Bank Press Release No. 110, August 
5, 1948). 

Two other exclusions are specified in 
Code Section 861(a)(1), neither of which 
concerns a nonresident alien individual en- 
gaged in business within the United States. 
These are the exclusion of bank deposit in- 
terest, available to persons not engaged in 
United States business, and the exclusion of 
“income derived by a foreign central bank 
of issue from bankers’ acceptances” (Code 
Section 1.861-2(a)(1) and (3), respectively). 


(2) Dividends received are includable if 
received “from a domestic corporation other 
than a corporation entitled to the benefits 
of section 931 [by reason of deriving the 
necessary substantial gross income from 
sources within United States possessions 
as a result of a business there], and other 
than a corporation less than 20 percent of 
whose gross income is shown . . . to have 
been derived from sources within the United 
States for the 3-year period ending 
with the close of the taxable year of such 
corporation preceding the declaration of 
such dividends . . . .” (Italics supplied.) 
(Code Section 861(a)(2)(A); Regulations 
Section 1.861-3(a)(1).) 

Dividends received are also includable if 
received “from a foreign corporation unless 
less than 50 percent of the gross income of 
such foreign corporation for the 3-year 
period ending with the close of its taxable 
year preceding the declaration of such 
dividends was derived from sources 
within the United States . . . ; but only 
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in an amount which bears the same ratio 
to such dividends as the gross income 
of the corporation for such period derived 
from sources within the United States 
bears to its gross income from all sources 

.”’ (Italics supplied.) (Code Sec- 
tion 861 (a)(2)(B); see Regulations Section 
1.861-3(a)(2); Georday Enterprises, Ltd. v. 
Commissioner, 42-1 ustc J 9343, 126 F. (2d) 
384 (CCA-4); Codrington, CCH Dec. 2227, 
6 BTA 415 (acq.); Ardbern Company, Litd., 
CCH Dec. 11,072, 41 BTA 910, rev’d on 
other grounds, 41-2 ustc { 9533, 120 F. 
(2d) 424 (CCA-4); I. T. 1620, II-1 CB 126; 
Mimeograph 4323, XIV-1 CB 119; I. T. 
2836, XIII-2 CB 81.) The fact that such 
dividends are paid in the foreign country 
by the foreign corporation does not elimi- 
nate the tax (Forres, CCH Dec. 7376, 25 
BTA 154; Ross, CCH Dec. 11,740, 44 
BTA 1, vacated and remanded pursuant to 
stipulation). 

Stock dividends of the kind not taxable 
to citizens and residents (see Code Section 
305) are not taxable to nonresident aliens 
(Capital Estates, Inc. v. Commissioner, 43-2 
ustc § 9573, 138 F. (2d) 156 (CCA-3)). 
A distribution in redemption of stock which 
is essentially equivalent to a dividend would 
be taxable as a dividend (De Nobili Cigar 
Company, CCH Dec. 13,004, 1 TC 673, 
aff'd, 44-2 ustc $9371, 143 F. (2d) 436 
(CCA-2); see Code Section 302; see also 
Code Section 356(a)(2)). Dispositions of 
certain stock described as “Section 306 
stock” may be treated in manner similar 
to a dividend (Code Section 306, and note 
particularly Code Section 306(f)). 

“Dividends will be treated as income from 
sources within the United States . . . un- 
less the taxpayer submits sufficient data 
to establish . . . that . they are not 
income from sources within the United 
States.” (Regulations Section 1.861-3(b).) 

Reference should be made to particular 
income tax treaties. 


(3) Compensation for labor or personal 
services performed in the United States 
is includable regardless of the residence 
of the payer or of the place where the 
contract for service was made or of the 
place of payment (Code Section 861(a) (3); 
Regulations Section 1.861-4; see I. T. 3943, 
1949-1 CB 83; O. D. 638, 3 CB 128; O. D. 
784, 4 CB 116; O. D. 245, 1 CB 183). 
Specifically excepted is compensation for 
labor or services performed in the United 
States if: 

“(A) the labor or services are performed 
by a nonresident alien individual tempo- 
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rarily present in the United States for a 
period or periods not exceeding a total 
of 90 days during the taxable year, 


“(B) such compensation does not exceed 
$3,000 in the aggregate, and 

“(C) the compensation is for labor or 
services performed as an employee of or 
under a contract with—(i) a nonresident 
alien, foreign partnership, or foreign corpo- 
ration, not engaged in trade or business 
within the United States, or (ii) a domestic 
corporation, if such labor or services are 
performed for an office or place of busi- 
ness maintained in a foreign country or 
in a possession of the United States by such 
corporation.” (Italics supplied.) (Code Sec- 
tion 861(a)(3); Regulations Section 1.861-4 
(a). On the meaning of the word “day,” 
compare Rev. Rul. 56-24.) 

Compensation for labor or personal serv- 
ices performed without the United States is 
also excluded, even where the employer 
is the United States Government or is in 
the United States or is a United States 
resident (Roerich, CCH Dec. 10,425, 38 
BTA 567, aff'd, 40-2 ustce § 9657, 115 F. 
(2d) 39 (CCA D. C.), cert. den., 312 
U. S. 700; Kollmar, cited above; Yount, 
CCH Dec. 10,544, 38 BTA 1460; Piedras 
Negras Broadcasting Company, CCH Dec. 
11,616, 43 BTA 297, aff'd, 42-1 uste J 9384, 
127 F. (2d) 260 (CCA-5); British Timken, 
Ltd., CCH Dec. 16,992, 12 TC 880 (acq.); 
I. T. 3804, 1946-1 CB 151; I. T. 1395, I-2 
CB 229; S. M. 5488, V-1 CB 51). Note, 
however, that the “personal” services, if 
rendered in the United States by an agent 
of the nonresident, will involve taxable 
compensation (Helvering v. Boekman, 39-2 
ustc § 9740, 107 F. (2d) 388 (CCA-2)). 

Where services are performed partly 
within and partly without the United States, 
the compensation, unless otherwise expressly 
apportioned, must be apportioned on a time 
basis (Code Section 863(b); Regulations 
Section 1.861-4(c); Boekman, cited above; 
Mooney, CCH Dec. 16,080, 9 TC 713; I. T. 
3804, 1946-1 CB 151; I. T. 1449, I-2 CB 
152). 

As to the meaning of “personal services,” 
see Boekman, cited above; Oppenheim, CCH 
Dec. 8778, 31 BTA 563 (1934); Ingram v. 
Bowers, 3 ustc J 915, 57 F. (2d) 65 (CCA-2, 
1932); Commissioner v. Hawaiian Philippine 
Company, 39-1 ustc J 9263, 100 F. (2d) 988 
(CCA-9), cert. den., 307 U. S. 635; Yoko- 
hama Ki-Ito Kwaisha, Ltd., CCH Dec. 2102, 
5 BTA 1248 (1927). 

Reference should be made to particular 
income tax treaties. 
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(4) “Rentals or royalties from property 
located in the United States or from any 
interest in such property, including rentals 
or royalties for the use of or for the 
privilege of using in the United States, 
patents, copyrights, secret processes and 
formulas, good will, trade-marks, trade 
brands, franchises, and other like property” 
are included (Code Section 861(a) (4); Regu- 
lations Section 1.861-5). “Royalties” have 
been broadly construed and taxed (Wode- 
house v. Commissioner, 49-1 ustc J 9310, 
337 U. S. 369; Sabatini v. Commissioner, 
38-2 ustc J 9470, 98 F. (2d) 753 (CCA-2); 
Rohmer, et ux, CCH Dec. 14,591, 5 TC 
183, aff'd, 46-1 ustc § 9130, 153 F. (2d) 
61 (CCA-2), cert. den., 328 U. S. 862; 
Rohmer, CCH Dec. 17,734, 14 TC 1467 
(acq.); Molnar, CCH Dec. 14,809(M), 4 
TCM 951, aff'd, 46-1 ustce § 9303. 156 F. 
(2d) 924 (CCA-2); Sanchez, CCH Dec. 
15,169, 6 TC 1141, aff'd, 47-1 uste J 9297, 
162 F. (2d) 58 (CCA-2), cert. den., 332 
U. S. 815; Ingram v. Bowers, cited above; 
I. T. 3296, 1939-2 CB 133; see Regulations 
Section 1.1441-2(1); compare Hopag, CCH 
Dec. 17,430, 14 TC 38 (1950) (acq.)). To 
the extent that royalties paid can be al- 
located to the use of property outside the 
United States, such royalties are not tax- 
able (Rohmer, cited above). 


(5) “Gains, profits, and income from the 
sale of real property located in the United 
States’ are includable (italics supplied) 
(Code Section 861(a)(5); Texas-Canadian 
Oil Corporation, CCH Dec. 11,880, 44 BTA 
913). “Sale” here includes “other disposi- 
tion” (Code Section 864; Regulations Sec- 
tion 1.861-6). 


(6) “Gains, profits and income derived 
from the purchase of personal property with- 
out the United States (other than within 
a possession of the United States) and its 
sale within the United States” are includable 
(italics supplied) (Code Section 861(a) (6)). 


Reference should be made to particular 
income tax treaties. 

Thus, gains and income from the sale of 
personal property in the United States, in- 
cluding sales on stock or commodities ex- 
changes, are fully taxable if the personal 
property was previously purchased but not 
produced by the taxpayer (Regulations Sec- 
tion 1.861-7; see also G. C. M. 18383, 1937-2 
CB 244, and I. T. 3137, 1937-2 CB 164, on 
hedging transactions). The place of sale 
is determinative; the place of purchase is 
immaterial except in the case of property 
purchased in United States possessions 
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(Code Section 861(a)(6); Regulations Sec- 
tion 1.861-7(a) and (b); compare Code Sec- 
tion 862(a)(6)). The place of sale is where 
title (beneficial ownership and risk of loss) 
passes to the buyer (Regulations Section 
1.861-7(c); East Coast Oil Company, CCH 
Dec. 8775, 31 BTA 558 (acq.), aff'd, 36-2 
ustc § 9445, 85 F. (2d) 322 (CCA-5), cert. 
den., 299 U. S. 608; The Exolon Company, 
CCH Dec. 12,188, 45 BTA 844 (1941) 
(acq.); Briskey Company, CCH Dec. 8400, 
29 BTA 987, aff'd, 35-2 ustc $9503, 78 
F. (2d) 816 (CCA-3); Anglo-Mexican Pe- 
troleum Company, Ltd, CCH Dec. 9941-B 
(1937); G. C. M. 25131, 1947-2 CB 85 (ex- 
cept in case of tax-avoidance plans: Kaspare 
Cohn Company, Ltd, CCH Dec. 9604, 35 
BTA 646; Ardbern Company, Ltd. v. Com- 
missioner, 41-2 ustc § 9533, 120 F. (2d) 
424 (CCA D. C.); and Hay v. Commissioner, 
44-2 ustc J 9522, 145 F. (2d) 1001 (CCA-4), 
cert. den. 324 U. S. 863; but com- 
pare Hazleton Corporation, CCH Dec. 9813, 
36 BTA 908, app. dism’d, and Elston Com- 
pany, Ltd., CCH Dec. 11,233, 42 BTA 208); 
Stafford & Company, Inc. v. Pedrick, 48-2 
ustc § 5928, 171 F. (2d) 42 (CA-2); Cad- 
wallader, CCH Dec. 17,136, 13 TC 214; 
R. J. Dorn & Company, CCH Dec. 4194, 12 
BTA 1102 (acq.); Donald C. Alexander, 
“Where Is a Sale Made?” 27 Taxes 133 
(February, 1949)). 


In U. S. v. Balanovski, 55-1 uste J 9302 
(DC N. Y.), the district judge flatly re- 
fused to follow the “place where title 
passes” test and, finding that the nego- 
tiations took place abroad, that the contract 
of sale was signed abroad, that the buyer 
was an agency of a foreign government 
and that the destination of the goods pur- 
chased in the United States was a foreign 
country, held that the income derived from 
the sale was not derived from United 
States sources, although title passed in the 
United States and the buyer’s agent was 
in the United States to obtain the goods 
for resale to the agency of the foreign 
government. 


Commercial law with respect to passage 
of title governs (Amtorg Trading Corpo- 
ration v. Higgins, 45-2 ustc 9339, 150 
F. (2d) 536 (CCA-2)). In the case of a 
contract calling for terms of f.o.b. point of 
shipment, title usually passes upon delivery 
to the carrier (East Coast Oil Company, 
cited above). Also, in the case of a cif. 
contract, title usually passes upon delivery 
to the carrier, even though the bill of lad- 
ing is made out to the seller or his order as 
security for payment (Ronrico Corporation, 
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CCH Dec. 12,022, 44 BTA 1130; G. C. M. 
25131, cited above; see also Regulations 
Section 1.861-7(c)). 


For an excellent discussion of the entire 
subject of income taxation of international 
sales, see Andrew W. Brainerd, “United 
States Income Taxation of International 
Sales of Personal Property,” 32 Taxes 359 
(May, 1954). 


Capital gains from sales in the United 
States are taxable to the nonresident alien, 
although they were realized in that portion 
of the year after the alien had ceased the 
activities which caused him to be engaged 
in trade or business in the United States 
(Joseph Van Der Elst v. Commissioner, cited 
above). 


In U. S. v. Balanovski, cited above, the 
court peculiarly held that quantity dis- 
counts received by a nonresident alien in 
the United States from his United States 
suppliers in connection with the alien’s pur- 
chases to make resales abroad were United 
States income, although the resales them- 
selves did not result in income derived 
from United States sources. 


Subsidies received from the United States 
with respect to export sales from the 
United States are United States income 
(Stafford & Company, Inc. v. Pedrick, cited 


above). 


For the purposes of determining the 
source of income, the word “sale” includes 
“exchange” (Code Section 864). Under 
Code Section 301(c)(3)(A), distributions 
in liquidation of a corporation are “treated 
as gain from the sale or exchange of prop- 
erty.” In Hay v. Commissioner, 44-2 ustc 
79522, 145 F. (2d) 1001 (CCA-4), cert. 
den., 324 U. S. 863, the court indicated that 
amounts received as a distribution in partial 
or complete liquidation of a United States 
corporation which has conducted all of its 
business in the United States are subject 
to capital gains taxation regardless of the 
fact that surrender of the stock and pay- 
ment therefor take place in a foreign 
country. For determining the source and 
character of gains on the disposition of 
so-called “Section 306 stock,” see Section 
306(f) and the regulations thereunder 
(Regulations Section 1.861-7(e)). 


Code Section 862(a) supplements 861 (a) 
by specifying when the six items of income 
identified as interest, dividends, compensa- 
tion for personal services, rentals and 
royalties, gains from sale of real property, 
and gains from sale of personal property 
shall be treated as income from sources 
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without the United States (see Regulations 
Sections 1.862-1(a) and 1.861-1(a)(2)). 


Code Section 863(b) contains the provi- 
sion: 


“Gains, profits, and income— 


“(1) from transportation or other services 
rendered partly within and partly without 
the United States, 


“(2) from the sale of personal property 
produced (in whole or in part) by the tax- 
payer within and sold without the United 
States, or produced (in whole or in part) 
by the taxpayer without and sold within 
the United States, or 


“(3) derived from the purchase of per- 
sonal property within a possession of the 
United States and its sale within the United 
States, shall be treated as derived partly 
from sources within and partly from 
sources without the United States.” (Italics 
supplied.) (See Regulations Sections 1.861-1 
(a) (3), 1.861-7(b) and (d), and 1.863-2— 
1.863-6, inclusive.) The word “produced” is 
broadly defined in Code Section 864. 


In determining whether income is from 
sources within or without the United 
States, the possessions of the United 
States are not treated as a part of the 
United States, because the term “United 
States,” when used “in a _ geographical 
sense,” includes only the states, the Terri- 
tories of Alaska and Hawaii and the Dis- 
trict of Columbia (Code Section 7701(a) 
(9)). However, Code Section 863(b)(3) 
goes far beyond this concept by singling 
out purchases of personal property within 
a possession of the United States for espe- 
cially favorable treatment and providing 
that gains from the sale within the United 
States of personal property so purchased 
shall be treated not as derived wholly from 
United States sources, but as derived partly 
from sources within and partly from 
sources without the United States (see 
Regulations Section 1.863-3(c)). 


In the case of gross income derived from 
sources partly within and partly without 
the United States, Code Section 863(b) 
provides that the portion of the taxable 
income attributable to sources within the 
United States “may be determined by pro- 
cesses or formulas of general apportion- 
ment prescribed by the Secretary or his 
delegate.” (See Regulations Sections 1.863-3 
—1.863-6, inclusive.) 

In addition to the six items of gross in- 
come specified in Code Section 86l(a) as 
items to be treated as income from sources 
within the United States, other items of in- 
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come may be income from United States 
sources and be taxable. Code Section 863(a) 
states: “Items of gross income . . . other 
than those specified in section 861 (a) and 
862 (a), shall be allocated or apportioned to 
sources within or without the United States, 
under regulations prescribed by the Secretary 


or his delegate.” (See Regulations Section 
1.863-1.) 


Increment on United States Treasury bills 
issued at a discount is taxable (I. T. 3889, 
1948-1 CB 78). 


Annuity payments are taxable to the extent 
they reflect an element of income (I. T. 
2183, I1V-2 CB 66; I. T. 2996, XV-2 CB 
166; but compare I, T. 3280, 1939-1 CB 
(Part 1) 197). 


Damages for failure to pay interest in 
agreed currency, paid by a domestic corpora- 
tion, are taxable (I. T. 3216, 1938-2 CB 
183). 

Income resulting from a refund of tax paid 
in the United States is taxable (Commis- 
sioner v. Suffolk Company, Ltd., 39-2 ustc 
§ 9555, 104 F. (2d) 505 (CCA-4)). 

Amounts recewed for an agreement not to 
compete in the United States are taxable (The 
Korfund Company, Inc., CCH Dec. 13,210, 1 
TC 1180). 

Damages for breach of contract to be per- 
formed in the United States are taxable (33 
O. A, G, 221, I-2 CB 192), 


Income from redemption or sale in the 
United States of bonds purchased in the 
United States is taxable (Hubert de Stuers, 
CCH Dec. 7597, 26 BTA 201 (1932); Elston 
Company, Ltd., cited above; compare I. T. 
1398, I-2 CB 149; O. D. 534, 2 CB 103; 


Oo." BD, G4, 4° CB. 217; f. 
CB 76). 

Income from discharge of a debt in the 
United States at less than face value is tax- 
able (Corporacion de Ventas de Salitre y 
Yoda de Chile, CCH Dec. 11,805, 44 BTA 
393, rev'd on other grounds, 42-2 ustc 


{ 9599, 130 F. (2d) 141 (CCA-2)). 


Gain from the purchase of taxpayer's own 
obligations at a discount in the United States 
is taxable (I. T. 3119, 1937-2 CB 227). 

Agricultural subsidies paid by the United 
States with respect to land situated in the 
United States are taxable (I. T. 3379, 1940-1 
CB 16), but not if the land is situated in 
Puerto Rico (I. T. 2976, XV-1 CB 138). 


Income resulting from insurance received 
from loss of goods in transit is taxable if the 
goods had a United States situs at the time 
of loss. Situs remains at the point of ship- 
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ment until a permanent situs is acquired else- 
where (I. T. 3902, 1948-1 CB 64). 


Income resulting from futures contracts 
entered into and liquidated in the United 
States was formerly taxable (Zander & Cia, 
Ltd., CCH Dec. 11,208, 42 BTA 50. The 
transaction there involved is now specifically 
exempted. Compare I. T. 3137, 1937-2 CB 
164, and G. C. M.-18383, 1937-2 CB 244). 


Alimony paid from a United States trust 
is taxable (Albert R. Gallatin Welsh Trust, 
CCH Dec. 18,364, 16 TC 1398, aff'd, 52-1 
ustc § 9216, 194 F. (2d) 708 (CA-3), cert. 
den., 344 U. S. 821; Rev. Rul. 54-53). 


Taxes withheld must be included as taxable 
income (Code Section 1462; Regulations Sec- 
tion 1.1462-1). 


The nonresident alien’s distributive share of 
partnership income (including so-called salary 
of a partner) from a partnership engaged in 
business in the United States is includable to 
the extent that the partnership income was 
derived from sources within the United States 
(Cratk v. U. S., cited above; Livingston, CCH 
Dec. 14,805(M), 4 TCM 943; G. C.\M. 13771, 
XIII-2 CB 229; compare I. T. 3981, 1949-2 
CB 78). However, if the nonresident alien 
is employed by a foreign branch of the part- 
nership and is paid from the profits of the 
foreign branch, such income is not taxable 
(G. C. M. 17255, XV-2 CB 243). Com- 
menting on the foregoing two G. C. M.’s, 
Rev. Rul. 56-134 states that “there is in 
each of those cases in reality two partner- 
ships rather than one for Federal income 
tax purposes.” (Compare Regulations Sec- 
tion 1.704-1.) Similarly in the case of a 
partnership not engaged in business in the 
United States, the nonresident alien’s dis- 
tributive share of partnership income is 
taxable to him to the extent that the part- 
nership income was derived from sources 
within the United States (I. T. 1232, I-1 
CB 207), and not taxable to him to the 
extent derived from sources without the 
United States (O. D. 592, 3 CB 128). In 
these respects the partnership is treated as 
a mere conduit, as is a distributable trust, 
discussed below (Code Section 702(b); see 
also Code Sections 701-704, inclusive, and 
707(c)). 

Distributed and currently distributable in- 
come from a resident estate or trust, if derived 
by the estate or trust from United States 
sources, is clearly taxable to a nonresident 
alien (1. T. 3020, XV-2 CB 106) unless 
exempted by income tax treaty, in which 
event neither the beneficiary nor the trust is 
taxable (I. T. 4019, 1950-2 CB 58; Tait, 
CCH Dec. 16,650, 11 TC 731). 
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The 1954 Code enacted statutory provi- 
sions, with respect to the taxation of bene- 
ficiaries on distributed and currently dis- 
tributable income from an estate or trust, 
which largely codify the results theretofore 
achieved by the courts and the Service 
under the conduit concept (see Bence v. 
U. S., 37-1 uste § 9210, 18 F. Supp. 848, 852 
(Ct. Cls.); G. C. M. 11221, XI-2 CB 123; 
A. R. M. 37, 2 CB 172; I. T. 1642, II-1 CB 
81; compare Rev. Rul. 55-414, I. R. B. 
1955-26, 45; Waldorf Astor, cited above; 
I. T. 2067, III-2 CB 78). Code Sections 
652(b), 661(b) and 662(b) reflect the con- 
cept that estates and trusts are only con- 
duits through which income flows to the 
beneficiaries thereof, except where income 
is accumulated by the estate or trust for 
future distribution. These sections expressly 
declare that the distributed and distributable 
income from estates and trusts have the 
same character in the hands of the bene- 
ficiary as in the hands of the estate or trust. 
Unless the terms of the governing instru- 
ment specifically allocate different classes 
of income to particular beneficiaries, the 
amounts distributed or distributable are to 
be treated as consisting of the same propor- 
tion of each class of items entering into the 
computation of distributed or distributable 
net income of the estate or trust as the total 
of each class bears to the total distributed 
or distributable net income of the estate or 
trust. 


Accordingly, the distributed or currently 
distributable income from a resident estate 
or trust, if derived by the estate or trust 


from sources without the United States, 
would not be taxable to a nonresident alien 
beneficiary (see I. T. 1642, G. C. M. 11221 
and A. R. M. 37 (foreign bond interest) cited 
above). It had also been stated by the Service, 
in a ruling predating the 1954 Code, that dis- 
tributable capital gains retain their identity 
(as to source and character) in the hands 
of a nonresident alien beneficiary (I. T. 
3495, 1941-2 CB 195; compare I. T. 3207, 
1938-2 CB 181). But where interest on 
foreign bonds was not currently distrib- 
utable but was being accumulated by a resi- 
dent trust for future distribution to a non- 
resident alien, such interest was held to be 
the income of the resident trust and taxable 
to the trust because, in such case, the tax- 
payer is the resident trust or trustee, and 
not the nonresident alien (G. C. M. 11221 
and A. R. M. 37, cited above; O. D. 743, 
3 CB 203). 


Distributed and currently distributable in- 
come from a foreign trust, if derived by the 


Aliens 


trust from United States sources, would be 
taxable to a nonresident alien beneficiary 
if he would have been taxable on income 
of such class from United States sources, 
had he received it directly, without the in- 
terposition of an estate or trust (Code Sec- 
tion 643(a)(6); Rev. Rul. 55-414, cited 
above; Bence v. U. S., cited above; Muir, 
CCH Dec. 16,254, 10 TC 307, aff'd, 50-1 
ustc J 9340, 182 F. (2d) 819 (CA-4) (divi- 
dends on stock of a domestic corporation) ; 
compare Rev. Rul. 56-30). But the non- 
resident alien beneficiary would not be tax- 
able on the distributed or currently dis- 
tributable income derived by the estate or 
trust from sources without the United States. 


Deductions.—The taxable income from 
sources within the United States consists of 
the gross income from sources within the 
United States less deductions allocated or 
apportioned thereto (Regulations Sections 
1.861-1(a)(1) and (3), (b) and (c); 1.861-8, 
1.871-7(d)(2)). 


Regardless of marital and dependency 
status, the deductions allowed for personal 
exemptions for taxpayer, spouse and de- 
pendents are limited to one exemption of 
$600, except in the case of “a resident of a 
contiguous country” (Canada or Mexico) 
(Code Section 873(d); Regulations Section 
1.873-1(a)(2) and (c)(3)). Where a non- 
resident alien changes his status to that of 
resident during the taxable year, he becomes 
entitled to exemptions of a resident, but 
these may not exceed his net income for the 
period of residence (I. T. 3926, 1948-2 CB 48). 


As for all other deductions, the so-called 
standard deduction is not available (Code 
Sections 873(e) and 142(b)(1); Regulations 
Section 1.873-1(a)(4)); however, deductions 
are allowed for items deductible by citizens 
or residents but only if, and to the extent 
that, they are connected with income from 
sources within the United States (Code Sec- 
tions 873(a), 861(b) and 863(a); Regula- 
tions Section 1.873-1(a)(1), (3) and (5), 
and (c)(1) and (2); I. T. 2792, XIII-1 CB 
85; Stockholms Enskilda Bank, CCH Dec. 
10,754, 40 BTA 107; Corporacion de Ventas 
de Salitre y Yoda de Chile, cited above; De 
Nederlandsche Bank, CCH Dec. 9520, 35 
BTA 53; U. S. v. Algemene Kunstzijde Unie, 
N. V., 55-2 ustc J 9660 (CA-4) ; see G. C. M. 
19902, 1938-1 CB 354; Standard Marine In- 
surance Company, Ltd., cited above; Marine 
Insurance Company, Ltd., cited above; Forres, 
cited above; Louis Roessel & Company, Ltd., 
CCH Dec. 931, 2 BTA 1141; S. M. 4767, 
V-1 CB 263; I. T. 2028, III-1 CB 296; 
l. T. 3034, XV-2 CB 136; G. C. M. 26013, 
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1949-2 CB 76). Expenses, losses or other 
deductions must first be allocated to specific 
items of United States or foreign income 
to the extent that such allocation is pos- 
sible. Ratable apportionment is only to be 
used where no definite allocation can be 
made (Code Sections 861(b) and 863; Regula- 
tions Sections 1.861-8(a) and 1.873-1(a) (1); 
De Nederlandsche Bank, cited above; Royal 
Insurance Company, CCH Dec. 10,474, 38 
BTA 955; Fajardo Sugar Company of Porto 
Rico, CCH Dec. 6360, 20 BTA 980). De- 
ductions may not be allocated entirely to 
United States income merely because they 
cannot be identified as attributable to for- 
eign income (Commissioner v, International 
Standard Electric Corporation, 44-2  ustc 
{ 9442, 144 F. (2d) 487 (CCA-2), rev’g CCH 
Dec. 13,209, 1 TC 1153, cert. den., 323 U. S. 
803; South Porto Rico Sugar Company, CCH 
Dec. 13,496, 2 TC 738). 


United States taxes for doing business in 
the United States are allocable entirely to 
United States income (Commissioner v. In- 
ternational Standard Electric Corporation, 
cited above). Interest upon a debt incurred 
to finance an investment in foreign corpora- 
tions is allocated to foreign income, even 
though the debt is collectible from United 
States assets (Commercial Union Assurance 
Company, Ltd. v. Commissioner, 44-2 ustc 
{ 9449, 144 F. (2d) 994 (CCA-2)). A worth- 
less stock loss is allocated to foreign income 
if the stock was that of a foreign corpora- 
tion (Commissioner v. Ferro-Enamel Corpora- 
tion, 43-1 ustc § 9369, 134 F. (2d) 564 
(CCA-6)). Losses on hedging transactions 
in the United States, to the extent that they 
compensate for foreign operating losses, are 
allocable to foreign income because gains on 
such hedging transactions would not be 
United States taxable income (G. C, M. 
18383, 1937-2 CB 244). If a foreign tax is 
specifically allocable to tax-exempt United 
States income, such tax may not be allocated 
to United States income (Waldorf Astor, 
cited above; I. T. 1403, I-2 CB 144; compare 
I. T. 1415, I-2 CB 195). 


In the case of deductions which cannot 
definitely be allocated to some item or class 
of gross income, “a ratable part” thereof 
may be deducted, based on the proportion 
of United States gross income to total gross 
income (Code Sections 861(b), 862(b) and 
863; Regulations Sections 1.861-8(a) and 
1.863-1(c); Texas Land & Mortgage Com- 
pany, Ltd., CCH Dec. 8589, 30 BTA 861; 
see, also, Commissioner v. International Stand- 
ard Electric Corporation, cited above; Com- 
mercial Union Assurance Company, Ltd. v. 
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Commissioner, cited above; London & Lan- 
cashire Insurance Company, CCH Dec. 9293, 
34 BTA 295; Royal Insurance Company, cited 
above; Union Assurance Society, Lid. v. U. S., 
44-1 ustc J 9154, 48 F. Supp. 665 (Ct. Cls.); 
Palatine Insurance Company, CCH Dec. 
14,187, 4 TC 239 (acq.); I. T. 3833, 1947-1 
CB 70; compare G. C. M. 3983, VII-1 CB 
171). (The latter group of cases concerns 
the apportionment of a foreign tax if part 
of that tax is upon United States income 
exempt from United States taxation.) De- 
ductions incurred in a foreign country may 
be apportioned if they relate to both United 
States and foreign income (Third Scottish 
American Trust Company, Lid. v. U. S., 41-1 
ustc § 9284, 37 F. Supp. 279 (Ct. Cls.); 
G. C. M. 7592, IX-1 CB 213). A foreign 
tax upon income of a foreign corporation’s 
United States subsidiaries was allocated to 
United States income to the extent that such 
income was distributed as a taxable divi- 
dend within the taxable year (Commercial 
Union Assurance Company, Ltd. v. Commis- 
sioner, cited above). Other apportionment 
rulings may be found in G. C. M. 6601, 
VIII-2 CB 322 (ship depreciation); I. T. 
2792, XIII-1 CB 8&5 (buying-depot expenses). 


As in the case of United States citizens, 
no deduction for meals and lodging is al- 
lowed to a nonresident alien whose only 
business is in the United States merely be- 
cause he maintains his home in a foreign 
country (Carranza, CCH Dec. 16,556, 11 TC 
224; see also G. C. M, 4956, VII-2 CB 128). 
But if a taxpayer performs personal serv- 
ices for a short period in the United States 
and has his home and principal occupation 
in a foreign country, he may deduct his 
traveling expenses to and from the United 
States as well as his traveling expenses, 
meals and lodging within the United States 
(G. C, M. 26013, 1949-2 CB 76). 


Losses not connected with a taxpayer's 
business are allowable (whether or not con- 
nected with income from sources within the 
United States) if incurred in transactions 
entered into for profit and if such profit 
would have been taxable had the transaction 
resulted in a profit (Code Section 873(b) (1); 
Regulations Section 1.873-1(c)(2)(i)). 


Casualty and theft losses allowable under 
Code Section 165(c)(3) are deductible if the 
loss is of property within the United States 
(Code Section 873(b)(2); Regulations Sec- 
tion 1.873-1(c)(2)(ii)). 

A charitable contribution deduction is 
allowed whether or not it is connected with 
income from sources within the United 
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States but only as to contributions made to 
domestic corporations or to community 
chests, funds or foundations, created in the 
United States (Code Section 873(c); Regu- 
lations Section 1.873-1(c) (2) (iii)). 


Returns and payment of tax.—The return 
is required to be filed even though the 
alien’s gross income from United States 
sources for the taxable year is less than 
$600, and no exception is made to this re- 
quirement in the case of a resident of 
Canada or Mexico (Regulations Section 


6012-7(b)). 


The return for the calendar year must be 
filed on June 15 or, in the case of a fiscal 
year, on the fifteenth day of the sixth month 
following the close of such year (Code Sec- 
tion 6072(c)). Payment of tax must be 


made in full at the same time (Code Sec- 
tion 6151(a)). 


A nonresident alien not subject to wage 
withholding under Chapter 24 of the Code 
(which in general provides for collection of 
income tax at source on “wages” of citizens 
and residents) must file his return with the 
district director, Baltimore 2, Maryland, 
whether or not he has a principal place of 
business within the United States. Other 
nonresident aliens are subject to the same 
requirements as to place of filing as citizens. 


A return must be filed in order to receive 
the benefit of deductions and credits other 
than the credits provided by Code Sections 
31 and 32 for tax withheld at the source 
(Code Section 874(a); Regulations Section 
1.874-1; Blenheim Company, Ltd. v. Commis- 
sioner, 42-1 ustc § 9310, 125 F. (2d) 906 
(CCA-4); Roerich, cited above; Lang, CCH 
Dec. 12,098, 45 BTA 256 (1941); Gladstone 
Company, Ltd., CCH Dec. 9610, 35 BTA 764 
(1937); A. G. Fides, CCH Dec. 12,578, 47 
BTA 280 (1942); Taylor Securities, Inc., 
CCH Dec. 10,835, 40 BTA 696 (1939); but 
compare Anglo-American Direct Tea Trading 
Company, Ltd., CCH Dec. 10,446, 38 BTA 
711 (1938) (nonacq.); Ardbern Company v. 
Commissioner, cited above). 


Generally, nonresident aliens are exempt 
from the wage-withholding features of 
Chapter 24 of the Code (Sections 3401-3404), 
which must be distinguished from Sub- 
chapter A of Chapter 3 of the Code (Sec- 
tions 1441-1443), providing for withholding 
of tax on nonresident aliens and foreign cor- 
porations. However, a nonresident alien 
who is a resident of Canada or Mexico and 
who enters and leaves the United States at 
frequent intervals is subject to the same 
wage-withholding requirements as citizens 
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and residents (Code Section 3401(a)(6) 
and (7)). This does not apply to one who 
enters and leaves the United States at fre- 
quent intervals in the course of performance 
of duties in transportation between points 
in the United States and points in Canada 
or Mexico. A nonresident alien individual 
whose wages are subject to wage withhold- 
ing under Chapter 24 of the Code is re- 
quired to file a declaration of estimated in- 
come tax and a final return and to pay his 
tax at the same time as citizens (Code Sec- 
tion 6015). 


Apparently, a foreign partnership engaged 
in United States business must file partner- 
ship return Form 1065 with respect to its 
income from United States sources (I. T. 
1913, III-1 CB 234). 


“The responsible representative or agent 
within the United States of a nonresident 
alien individual shall make in behalf of his 
nonresident alien principal a return of, and 
shall pay the tax on, all income from sources 
within the United States coming within his 
control as representative or agent. The 
agency appointment will determine how 
completely the agent is substituted for the 
principal for tax purposes. Any person who 
collects interest or dividends on deposited 
securities of a nonresident alien individual, 
executes ownership certificates in connection 
therewith, or sells such securities under 
special instructions shall not be deemed 
merely by reason of such acts to be the 
responsible representative or agent of the 
nonresident alien individual.” (Regulations 
Section 1.6012-8(a); see also Regulations 
Section 1.6012-8(c) and (d); I. T. 2987, 
XV-2 CB 169; G. C. M. 11000, XI-2 CB 
298. Compare O. D. 586, 3 CB 284, with 
I. T. 1913, ITI-1 CB 234.) 


Every estate or trust of which any bene- 
ficiary is a nonresident alien is required to 
make a fiduciary return with respect to in- 
come taxes irrespective of gross or taxable 
income of the estate or trust (Code Section 
6012(a)(5)). The return is Form 1041, to 
be made for the estate or trust by the resi- 
dent or domestic fiduciary. In addition, the 
resident or domestic trustee is required to 
make a return for the nonresident alien 
beneficiary of the trust on Form 1040B and 
to pay the tax. However, if the beneficiary 
has appointed a person in the United States 
to act as his agent for the purpose of making 
such beneficiary’s return of income, the 
fiduciary is relieved of the necessity of filing 
Form 1040B and of paying the tax. In such 
case, the fiduciary should attach a copy of 
the agency appointment to the fiduciary 
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return, Form 1041 (Regulations Section 
1.6012-8(b); O. D. 58, 1 CB 190; O. D. 
292, 1 CB 190; O. D. 572, 3 CB 229; I. T. 
1426, I-2 CB 179). For the definition of 
“fiduciary,” see Code Section 7701(a) (6). 


It should be remembered: “An alien, 
by reason of his alienage, is presumed to 
be a nonresident alien,” and that “the pre- 
sumption as to the alien’s nonresidence 
may be overcome by proof— 


“(i) That the alien has filed a declara- 
tion of his intention to become a citizen 
of the United States under the naturaliza- 
tion laws; or 

“(ii) That the alien has filed Form 1078 
[certificate of residence] or its equivalent; or 


“(iii) Of acts and statements of the alien 
showing a definite intention to acquire resi- 
dence in the United States or showing 
that his stay in the United States has been 
of such an extended nature as to constitute 
him a resident.” (Italics supplied.) (Regu- 
lations Section 1.871-4.) Where the alien 
seeks to overcome the presumption of non- 
residence by proof under (iii) above, it 
may be advisable to obtain an affidavit or 
affidavits, setting forth the facts relied upon, 
executed by some credible person or per- 
sons (other than the alien and members 
of his family) who have known the alien at 
least six months prior to the date of exe- 
cution of the affidavit or affidavits (see 
Regulations Section 1.871-4(d)). 


It would seem that any responsible rep- 
resentative or agent within the United 
States who would be under the duty to 
make a return on behalf of a nonresident 
alien, or any fiduciary of an estate or trust, 
should assume that an alien is a nonresident 
unless furnished with proof of the kind 
above described. (Compare discussion under 
“Withholding of Tax from Nonresident 


Aliens,” below.) 


An entirely novel provision in the 1954 


Code gives partnerships and _ proprietor- 
right to elect to be taxed as corporations 
(Code Section 1361). This election is not 
available to a partnership or proprietorship 
if any partner or proprietor is a nonresident 
alien or a foreign partnership (Code Sec- 


tion 1361(b)(3)). 
The function of auditing returns of non- 
residents rests in the International Opera- 


tions Division, with headquarters at Wash- 
ington, D. C. (Rev. Rul. 55-2). 


For data as to claims for refund, see 
Regulations Section 6012-7(d). 
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Section 7456(b) of the 1954 Code is a 
new provision which states that if the Tax 
Court requires any petitioner who, or which, 
is a nonresident alien individual, foreign 
trust or estate or foreign corporation to 
produce in court any books or records 
which are relevant to the issues in the 
case and which are in the possession or 
control of the petitioner or any parent or 
subsidiary corporation or any other entity 
controlled by or controlling the petitioner, 
and if the required books or records are 
not produced or made available for inspec- 
tion or copying within a reasonable time, 
the Tax Court shall, upon motion, strike 
out the pleadings or parts thereof, or dis- 
miss the proceedings or a part thereof, or 
render a judgment by default. 


Nonresident Aliens Not Engaged 
in Business Within United States 


Only specified kinds of the items of gross 
income from “sources within the United 
States” are taxable. Such kinds are of the 
generic type described as “fixed or deter- 
minable annual or periodical” (Code Sec- 
tion 871(a) and (b), which provides also 
for taxation of certain amounts considered 
to be gains from the sale or exchange of 
capital assets and capital gains of aliens 
temporarily present in the United States). 
Thus, the main difference between the taxa- 
tion of nonresident aliens engaged in busi- 
ness in the United States and those not so 
engaged is that those mot so engaged are 
taxable only on so-called “fixed or deter- 
minable annual or periodical” income. Other 
important differences appear where the rion- 
resident alien-not engaged in United States 
business derives not more than $15,400 of 
such gross income. No category of nonresi- 
dent alien is taxable on income from sources 
without the United States (see Regulations 


Section 1.871-7(a)). 


Reference should be made to particular 
income tax treaties. 


Rates.—There is a flat rate of 30 per cent 
on the amount received of such “fixed or 
determinable annual or periodical” gross 
income, amounts considered to be gains from 
the sale or exchange of capital assets, and 
net taxable capital gains (Code Section 871 
(a); Regulations Section 1.871-7(b); see, 
however, particular income tax treaties and 
Regulations Section 1.871-7(e)). 

Where the United States gross income of 
the kinds so subject to tax exceeds $15,400 
during the taxable year, the rates of tax on 
such gross income are the rates applicable 
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to citizens under Code Section 1, including 
the option of using the alternative tax under 
Code Section 1201(b). In such case, there 
are deductions available. In no event may 
the tax be less than 30 per cent of such 
gross income (Code Section 871(b); Regu- 
lations Section 1.871-7(c); see also “Rates” 
under “Nonresident Aliens Engaged in 
Business Within United States”). Refer- 
ence should also be made to particular in- 
come tax treaties for provisions specifying 
reduced rates for nonresident aliens (see 
Regulations Section 1.871-7(e)). 


Credits against tax.— Whether or not the 
30 per cent flat-rate computation is appli- 
cable, the nonresident alien is entitled to 
a credit against tax allowed by Code Sec- 
tion 32 equal to the amount withheld at the 
source on nonresident aliens under Code 
Sections 1441 and 1462; and a credit against 
tax allowed by Code Section 31 for any 
amount withheld on wages under Code Sec- 
tion 3402. Nonresident aliens who are sub- 
ject to the regular individual income tax— 
but not those whose tax is computed at the 
30 per cent flat rate on gross income—are 
entitled to the dividend exclusion from 
gross income allowed by Code Section 116 
of $50 of dividend income received from 
domestic corporations (Code Section 116; 
Regulations Section 1.34-4(a)); the com- 
panion dividend-received credit allowed by 
Code Section 34 in an amount equal to 4 per 
cent of dividend income, above the exclu- 
sion, received from domestic corporations 
(Regulations Section 1.34-4(a)); the credit 
allowed by Code Section 35 in an amount 
equal to 3 per cent of interest received on 
partially tax-exempt obligations of the United 
States or its instrumentalities; and the credit 
allowed by Code Section 6402 for overpay- 
ment of tax (Regulations Section 1.871-7 
(b)(6) and (c)(5)). No other credits are 
available to nonresident aliens. See “Credit 
against tax” under “Nonresident Aliens En- 
gaged in Business Within United States.” 


Reference should, however, be made to 
particular income tax treaties. 


Gross income.—Only specific kinds of gross 
income from “sources within the United 
States” are taxable. (As to what are gross 
income from sources within the United 
States, specific exclusions from gross in- 
come of all nonresident aliens, and items 
exempt from taxation in the case of all indi- 
viduals, see the discussion above under 
“Nonresident Aliens Engaged in Business 
Within United States.”) 

Such specified kinds of United States 
gross income are: “interest (except interest 
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on deposits with persons carrying on the 
banking business), dividends, rents, salaries, 
wages, premiums, annuities, compensations, 
remunerations, emoluments, or other fixed 
or determinable annual or periodical gains, 
profits, and income (including amounts de- 
scribed in section 402(a)(2), section 631(b) 
and (c), and section 1235, which are con- 
sidered to be gains from the sale or ex- 
change of capital assets).” (Code Sections 
871(a)(1) and 871(b)(1); see Regulations 
Section 1.871-7(b)(2) and (3) and (c)(2).) 
Other capital gains from sources within the 
United States are also taxable as, and to 
the extent, hereinafter explained in the case 
of nonresident aliens temporarily present in 
the United States (Code Sections 871(a)(2) 
and 871(b)(1); Regulations Section 1.871-7 


(b)(4) and (c)(2)). 


“Fixed or determinable annual or period- 
ical” is broadly interpreted, possibly to 
cover any income other than gain from the 
sale or exchange of real or personal prop- 
erty. The fact that payments are not made 
annually or periodically does not mean, that 
they are not “fixed or determinable annual 
or periodical gains, profits, and income” 
(Wodehouse v. Commissioner, cited above; 
but compare I. T. 1359, I-1 CB 292; I. T. 
3061, 1937-1 CB 114; O. D. 115, 1 CB 261). 


All kinds of income included in the first 
four items of gross income from sources 
within the United States, specified in Code 
Section 861(a), are considered to be taxable. 


Interest is held to be “fixed or determin- 
able annual or periodical” even where the 
amount thereof is not of recurrent character 
or is payable in one lump sum (Lang, cited 
above (interest on a judgment); I. T. 3889, 
1948-1 CB 78, and special ruling, August 7, 
1952 (increment on United States Treasury 
bills issued at a discount); but compare 
L. O. 1024, 2 CB 189; I. T. 1398, I-2 CB 
149; O. D. 534, 2 CB 103; I. T. 2330; V-1 
CB 76; special ruling, March 12, 1952, and 
special ruling, August 7, 1952, now being 
reconsidered (dealing with gain realized 
from bankers’ acceptances and commercial 
paper purchased at a discount) ). 

Code Section 871(a)(1) specifically ex- 
empts “interest on deposits with persons 
carrying on the banking business” (compare 
Code Section 86l1(a)(1)(A); Regulations 
Section 1.861-2(a)(1) and (c)). This ex- 
emption does not apply to interest on bal- 
ances held by an import-export firm (I. T. 
1311, I-1 CB 224; compare Fajardo Sugar 
Company of Porto Rico, cited above). Estate 
tax cases and rulings teach that the deposit 
must definitely be with a bank, but that it 
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need not necessarily be in the form of a 
regular commercial or savings account (see, 
for example, Gade, CCH Dec. 16,326, 10 TC 
585; Forni, CCH Dec. 12,551, 47 BTA 76 
(acq.); Rosenblum v. Anglim, 43-1 ustc 
{ 10,044, 135 F. (2d) 512 (CCA-9); Todd v. 
U. S., 2 ustc J 667, 46 F. (2d) 589 (Ct. Cls., 
1931); compare G. C. M. 22419, 1940-2 CB 
288). 


The exemption extends to deposits in a 
mutual savings bank organized under the 
New York Banking Law and also to mutual 
savings banks organized under the laws of 
other states “unless under the laws of that 
State the depositor is in fact held to be 
a share member of such organization to the 
end that his interest therein is proprietary 
in nature.” (Rev. Rul. 54-623, 1954-2 CB 
14.) The exemption does not extend to 
distributions of earnings by federal savings 
and loan associations, which are held to 
constitute dividend income to the investing 
members of the associations. (But compare 
instructions to Form 1040 for 1955, indi- 
cating that such “dividends” are to be re- 
ported as “interest.”) The rights possessed 
by such member shareholders are regarded 
as being “in the nature of proprietary in- 
terests which are not at all similar to the 
rights of a general or special depositor in 
a bank.” (Rev. Rul. 54-624, 1954-2 CB 16, 
which states also that its rules apply as well 


to state-chartered savings and loan associa- 
tions and building and loan associations, 
unless such associations can be shown to be 
not in fact similar in all material respects 


to the organizational make-up of federal 
savings and loan associations.) 


In income tax situations, it has been ruled 
that trust income, derived by a resident 


trustee from the trust’s United States bank 


deposits, when distributed to the nonresi- 
dent alien beneficiary, is not exempt in his 
hands, apparently because it is deemed that 
this exemption should be limited to cases 
where the deposits are made by the alien or 
for his account in the sense of being subject 
to his disposition (Vondermuhll v. Helvering, 


35-1 ustc § 9070, 75 F. (2d) 656 (CCA 
D. C.); G. C. M. 9156, X-1 CB 166; com- 
pare the following estate tax cases to the 
same effect: Estate of Fredericka Loewen- 
stein, CCH Dec. 18,441, 17 TC 60 (acq.); 
City Bank Farmers Trust Company v. Pedrick, 
48-1 ustc J 10,622, 168 F. (2d) 618 (CCA-2), 
cert. den., 335 U. S. 898). 

The VondermuAll decision, cited above, is 
based on the express theory that the statu- 
tory exemption relates only to interest on 
deposits, made by or for the account of the 
alien (and not deposits made and legally 
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owned by a trustee under a trust of which 
the alien is income beneficiary) and is, 
therefore, not regarded as contradicting to 
any extent the general principle that a dis- 
tributable trust is a mere conduit through 
which income passes to the beneficiary and 
that the distributed and distributable income 
retains its character in the hands of the 
beneficiary for such purposes as determin- 
ing whether it is exempt or subject to 
special taxation as capital gain, etc. (see 
Bence v. U. S., cited above; G. C. M. 11221, 
cited above; and Code Sections 652(b), 
661(b), and 662(b)). Of course, as indi- 
cated by the Vondermuhll case, above, the 
conduit theory does not mean that the trust 
is totally disregarded for all purposes (com- 
pare Wittschen, CCH Dec. 14,529, 5 TC 10 
(acq.) (holding that a nonresident alien not 
engaged in United States business is tax- 
able only on the distributable income de- 
spite the fact that the trust took deductions 
not available to such nonresident alien)). 


Where the trust is revocable, it may be 
argued that the grantor should not be taxed 
on income derived from interest on bank 
deposits, on the theory that the grantor 
should be taxed as if the trust had not been 
created (compare Code Section 671; I. T. 
3207, 1938-2 CB 181). 

Interest on United States obligations is- 
sued prior to March 1, 1941, is wholly ex- 
empt from income tax while “beneficially 
owned” by nonresident aliens not engaged 
in business in the United States (see 1939 
Code’s Regulations Section 39.22(b)(4)-6; 
I. T. 2815, XIII-2 CB 78; I. T. 3262, 1939-1 
CB (Part 1) 96). “When the income of a 
trust is taxable to beneficiaries, as in the 
case of a trust the income of which is to 


be distributed to the beneficiaries currently, 
each beneficiary is entitled to exemption as 
if he owned directly a proportionate part of 
the Treasury bonds held in trust.” (1939° 
Code’s Regulations Section 39.22(b)(4)-5.) 
Although the legal ownership of the obliga- 
tions is in a resident trustee, the obligations 
are regarded as “beneficially owned” by the 
income beneficiary for the purpose of deter- 
mining whether the income thereof is ex- 
empt in the beneficiary’s hands (see Estate 
of Fredericka Loewenstein, an estate tax case 
cited above). 


The Internal Revenue Service has gone 
further and conceded that interest on United 
States obligations, issued prior to March 1, 
1941, is wholly exempt from income tax 
even when owned by a resident trust under 
which the income is accumulated for a non- 


resident alien beneficiary not engaged in 
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United States business, stating: “. . . that 
the holder of legal title to the bonds is a 
resident trustee cannot alter the express 
exemption granted by the Liberty Bond 
Act, as amended, for the equitable and bene- 
ficial ownership of such bonds is in non- 
resident aliens not engaged in business in 
the United States, and this is true regard- 
less of whether the interest is distributed to 
them or is accumulated for their benefit.” 
(G. C. M. 11221, cited above.) 


Dividends of the usual species are taxable, 
as are dividends which are less “periodical.” 
A distribution in redemption of stock which 
is essentially equivalent to a dividend would 
be taxable as a dividend (De Nobili Cigar 
Company, cited above; but compare I. T. 
3781, 1946-1 CB 119). Where dispositions 
of “Section 306” stock (see discussion of 
dividends under “Nonresident Aliens En- 
gaged in Business Within United States”) 
are treated in manner similar to a dividend, 
the amount received on such dispositions 
is to be considered to be fixed or deter- 
minable annual or periodical income (Code 
Section 306(f)). As for stock-right distri- 
butions, see G. C. M. 25063, 1947-1 CB 45; 
special rulings of January 15, 1948, and 
April 21, 1949. Amounts received as a dis- 
tribution in partial or complete liquidation 
of a corporation should not be taxable (com- 
pare Hay v. Commissioner, cited above). 
Capital gain dividends distributed by a reg- 
ulated investment company under Code 
Sections 852(b)(3)(B) and (C) and 855 are 
not taxable to nonresident aliens not en- 
gaged in United States business (I. T. 
3805, 1946-1 CB 120). 

Compensation is very broadly covered by 
the express language of Code Sections 


871(a)(1) and 871(b)(1). Commissions are 


included. Commissions on account of a 
single transaction may, perhaps, not be in- 
cluded (O. D. 907, 4 CB 232; see also 
G. C. M. 21575, 1939-2 CB 172 (prizes); 
S. M. 975, 1 CB 184 (betting winnings) ). 
Amounts paid to cover traveling expenses 
or to reimburse the taxpayer therefor may, 
perhaps, not be included (T. D. 2079, No- 
vember 24, 1914; T. D. 2135, January 23, 


1915). 


Rentals and royalties—Royalties in almost 
any form, including a lump sum, are tax- 
able (Wodehouse, cited above; Rohmer, cited 
above; Misbourne Pictures, Ltd. v. Johnson, 
50-1. ustc J 9348, 90 F. Supp. 978 (DC N. Y.), 
aff'd, 51-1 ustc $9347, 189 F. (2d) 774 
(CA-2); Eterpen Financiera Sociedad de Re- 
sponsabilidad Limitada v, U. S., 52-2 ustc 
4 9522, 108 F. Supp. 100 (Ct. Cls.), cert. den.). 
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It has, in fact, been held that a nonresident 
alien is taxable in any case where payments 
for his patent are geared to his assignee’s 
recurrent sales or profits, even though a 
similar disposition by a resident would have 
been regarded as a sale of patent rights and 
the payments to him would therefore have 
been taxable merely as capital gains (Bloch 
v. U. S., 52-2 ustc $9551, 200 F. (2d) 63 
(CA-2), cert. den.; but compare Commis- 
sioner v. Celanese Corporation of America, 
44-1 ustc $9147, 140 F. (2d) 339 (CCA 
D. C.); Kimble Glass Company, CCH Dec. 
15,963, 9 TC 183; General Aniline & Film 
Corporation v. Commissioner, 44-1 ustc { 9134, 
139 F. (2d) 759 (CCA-2); G. C. M. 21575, 
cited above (all discussing situations involv- 
ing a sale of a patent as distinguished from 
a license). Payments for the right to use 
technical manufacturing “know-how,” being 
in the nature of royalty income, are taxable 
(Rev. Rul. 55-17, IRB 1955-2, 17). For a 
more complete discussion, see Arthur Weiss- 
barth, “The Foreign Inventor’s Tax Burden,” 


30 Taxes 713 (September, 1952)). 


Income from production and sale of oil 
is taxable (Bowlen, CCH Dec. 14,283, 4 TC 
486). 

Additions to rent, such as taxes, interest 
and insurance premiums, are taxable. 

Some other kinds of income, whether or 
not comprised under the above four items 
and not otherwise specified by the Code to 
be taxable, are taxable to nonresident aliens 
not engaged in United States business 
(Albert R. Gallatin Welsh Trust, cited above). 

Increment on United States Treasury bills 


issued at a discount is taxable (I. T. 3889, 
1948-1 CB 78). 


Annuity payments are specifically referred 
to in Code Sections 871(a)(1) and 871(b)(1) 
as containing taxable amounts of income 
(I. T. 2183, cited above; I. T. 2996, XV-2 
CB 166). As to taxability of distributions 
pursuant to stock bonus, pension, profit- 


sharing and annuity plans, see IR-Mim. 71, 
1952-2 CB 170, special ruling, April 8, 1953. 


Periodic alimony payments and lump-sum 
payments of arrearages thereof which a 
divorced wife receives from an inter vivos 
trust created in the United States by her 
former husband for the purpose of making 
the payments are taxable (Albert R. Gallatin 
Welsh Trust, cited above; Rev. Rul. 54-53, 
1954-1 CB 156; Yvonne Dupre v. U. S., 53-2 
ustc J 9613 (DC N. Y.)). 


Quantity discounts received by a pur- 
chaser from United States suppliers were, 
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strangely, held to be taxable in U. S. v. 
Balanovski, cited above. 


Distributed and currently distributable 
income from an estate or trust is taxable 
to the nonresident alien beneficiary if the 
income of the trust was of such character 
that it would have been taxable in the non- 
resident alien’s hands had he received it 
directly and not through the conduit of the 
trust (I. T. 3020, cited above). Note that 
under Code Section 871(a)(1), the alien is 
taxable not in terms of “gross income” but 
of the “amount received” by him as interest, 
dividends, etc., from United States sources. 
Accordingly, where the trust instrument 
provides that the trustees shall distribute 
to the alien beneficiary the entire net in- 
come of the trust after deduction of proper 
operating expenses of the trust, the “amount 
received” by the alien beneficiary is not all 
the gross income received by the trustees 
from interest, dividends, etc., but the net 
income distributed to the alien beneficiary 
after deduction by the trustees of the proper 
trust expenses (lVittschen, cited above; see 
Schneider, “1954 Code Limits Conduit Prin- 
ciple in Taxing Non-Resident-Alien Trust 
Beneficiary,” The Journal of Taxation, Janu- 
ary, 1955, page 32). This conduit concept 
no doubt applies also in the case of a part- 
nership and a nonresident’s distributive share 
of partnership income. 


Capital gains normally are regarded as 
not being “fixed or determinable annual or 


periodical” income. However, the 1954 Code 
includes within that taxable classification 
certain kinds of income which, for other 
purposes, the Code considers to be capital 
gains (“gains from the sale or exchange 
of capital assets”) (Code Section 871(a)(1)). 
The kinds of income specified by this new 
Code provision are: the gain received by 
an individual who receives within one year 
all distributions payable to him from an 
exempt pension trust on account of his 
separation from service with his employer 
—which gain, under new Code Section 402 
(a)(2), would generally be considered to be 
a gain from the sale or exchange of a capital 
asset held for more than six months; the 
gain received from the disposal of timber or 
coal, covered by Code Section 631(b) and 
(c); and the gain derived from the transfer 
of an interest in a patent, covered by 
Code Section 1235 (see Regulations Section 
1.871-7(b)(3)). 


Gains from the sale or exchange of real or 
personal property in the United States for- 
merly were never taxable to a nonresident 
alien not engaged in United States business. 


606 


(However, even under prior law a nonresi- 
dent alien would have been engaged in 
United States business and, therefore, tax- 
able on such gains if his sales in the United 
States were more than occasional and not 
confined to those excepted by Code Section 
871(c), to the extent that such provision 
relates to sales of securities and com- 
modities on commodity exchanges (Nubar, 
cited above).) 


Since 1950 there has been imposed a tax 
on the net amount of capital gains derived 
from United States sources by a nonresi- 
dent alien “individual” not engaged in 
United States business, but temporarily pres- 
ent in the United States (Code Section 871 
(a)(2) and (b)(1); Regulations Section 
1.872-1(a)(3) and (4). See Weyher and 
Kelley, “Nonresident Alien Individuals and 
the Capital Gains Tax,” Proceedings of the 
New York University Twelfth Annual In- 
stitute on Federal Taxation (1954), page 883). 


For purposes of taxing capital gains, non- 
resident alien individuals not engaged in 
United States business are subdivided into 
three categories: (1) those who have not 
been present in the United States at any 
time during the taxable year, (2) those who 
have been present therein for a period or 
periods aggregating less than 90 days during 
the taxable year and (3) those who have 
been present therein for a period or periods 
aggregating 90 days or more during the 
taxable year (Regulations Section 1.871-7 
(b)(4) and (c)(2)). On the meaning of 
the word “day,” compare Rey. Rul. 56-24. 


A nonresident alien coming within the 
first category was not affected by the change 
in law. Wis gains derived in the United 
States on sales or exchanges of capital 
assets are not subject to United States tax. 
Losses allocable to United States sources 
from such sales or exchanges are disallowed 
as deductions (Regulations Section 1.871-7 
(b)(4) (iit) and (vii) and (c)(2)). 


Distributed or distributable capital gains 
of a resident trust are in no case taxable 
to such nonresident alien who is a trust 
beneficiary (I. T. 3495, 1941-2 CB 195). 


A nonresident alien coming within the 
second category is taxable on the excess of 
his capital gains over his capital losses, 
derived from United States sources from 
sales or exchanges of capital assets, “effected” 
during his presence within the United States. 
Gains or losses on transactions “effected” 
during the taxable year at times other than 
during such presence in the United States 
are not taken into consideration at all (Code 
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Section 871(a)(2)(A); Regulations Section 
1.871-7(b) (4) (ii) and (c)(2)). 

A nonresident alien coming within the 
third category is taxable on the excess of 
his capital gains over his capital losses 
derived from United States sources from 
sales or exchanges of capital assets “effected” 
at any time during the taxable year, even 
though he was not present in the United 
States at the time such sales or exchanges 
were “effected” (Code Section 871 (a) (2) (B) ; 
Regulations Section 1.871-7(b)(4) (iii) and 
(c)(2)). 

“In computing the total period of pres- 
ence in the United States for a taxable year 
all separate periods during the taxable year 
are to be aggregated. Mere physical pres- 
ence in the United States at any time during 
the taxable year is the test for determining 
whether to apply the provisions of this 
amendment.” (House report and Senate 
report on H. R. 8920, Eighty-first Congress, 
Second Session. See Regulations Section 
1.871-7(b) (4) (iv) and (c)(2).) 

In arriving at the net amount of capital 
gains upon which tax is imposed, gains and 
losses are computed without regard to Code 
Section 1202 (relating to deduction for long- 
term capital gains) and losses are deter- 
mined without the benefits of the capital 
loss carry-over provided in Code Section 
1212 (Code Section 871(a)(2); Regulations 
Section 1.871-7(b) (4) (v) and (c) (2)). Thus, 
no distinction is made between long-term 
capital gains and short-term capital gains, 
and an excess of capital losses over capital 
gains (whether or not exceeding $1,000) is 
not deductible in any way (Regulations 
Section 1.871-7(b)(4)(vii) and (c)(2)). 


In the case of the nonresident alien whose 
gross income (including the net amount of 
capital gains) of the kinds subject to tax 
is $15,400 or less during the taxable year, 
the rate of tax imposed on the net amount 
of capital gains is 30 per cent, which is the 
same rate as that applied on the other in- 
come from United States sources of non- 
resident aliens not engaged in United States 
business (Regulations Section 1.871-7(b) (4) 
(vi) and (vii)). As the above-referred-to 
House and Senate committee reports point 
out, this rate is somewhat higher than the 
maximum rate applied to long-term capital 
gains realized by citizens, etc., but well be- 
low the rates frequently applicable to short- 
term capital gains. 


In the case of the nonresident alien whose 
gross income of the kinds so subject to tax 
exceeds $15,400 (in which case, as described 
under “Rates” above, the rates of tax appli- 
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cable to citizens are to be used and are 
applicable to such gross income after de- 
ductions), the nonresident alien is entitled 
to the benefit of the deduction for long-term 
capital gains under Code Section 1202 but 
not to the benefit of the capital loss carry- 
over under Code Section 1212 (Code Sec- 
tion 871(b)(1); Regulations Section 1.871-7 


(c)(2) and (3) (i)). 


Reference should be made to particular 
income tax treaties for provisions excluding 
from United States taxation capital gains 
of nonresident aliens not engaged in United 
States business and/or not having a perma- 
nent establishment here (see special ruling, 
January 11, 1951, relating to Canadian resi- 
dents). 


It should be noted, moreover, that—in 
any event—neither nonresident aliens not 
engaged in United States business nor non- 
resident aliens so engaged are taxable on 
gains derived from the purchase of prop- 
erty within, and its sale without, the United 
States (Code Section 862(a)(6); see above 
under “Nonresident Aliens Engaged in Busi- 
ness Within United States”). The place 
of sale is determinative; if the sale be made 
outside the United States, the capital gain 
is not taxable despite the nonresident alien’s 
presence here for less than 90 days, or 90 
days or more, and despite the fact that he 
may be engaged in United States business. 
Thus, such nonresident aliens may still escape 
United States capital gains taxation by 
causing securities purchased in the United 
States to be delivered abroad and then sell- 
ing them in the foreign country. 


On the administrative difficulties and juris- 
dictional obstacles involved in taxing nonresi- 
dent aliens on capital gains, see Montgomery 
B. Angell, “The Nonresident Alien: A Prob- 
lem in Federal Taxation of Income,” 36 
Columbia Law Review 908. 


Deductions.—No deductions are allowed 
for the 30 per cent flat-rate computation 
(Regulations Sections 1.873-1(b)(1) and (3) 
and 1.871-7(b)(5); Rohmer et ux., cited 
above; Yvonne Dupre v. U. S., cited above. 
But see discussions above concerning capital 
gains and losses and net income distribu- 
tions by a trust). 


For the other required computation, in 
the case of a nonresident alien whose gross 
income of the kinds subject to tax exceeds 
$15,400, the deduction allowed for personal 
exemptions is limited to one exemption of 
$600, except for Canadians and Mexicans, 
as in the case of nonresident aliens engaged 
in business in the United States (Code Sec- 
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tion 871(b)(2); Regulations Sections 1.873- 
1(b)(2) (iii) and (3) and 1.871-7(c) (3) (iii)). 

As for other deductions in the case of 
such other required computation, the so- 
called standard deduction is not available 
(Code Sections 871(b)(2) and 873(e)). All 
other deductions are allowable, but (except 
in respect of the deduction for charitable 
deductions and gifts provided in Code Sec- 
tion 873(c) and the allowance of capital loss 
as an offset against capital gain) they are 
allowed only if, and to the extent that, they 
are properly allocable to gross income of 
the kinds subject to tax (Code Section 871 
(b)(2); Regulations Sections 1.873-1(a) and 
(b)(2), (3) and 1.871-7(c)(3)). 


Returns and payment of tax.—If United 
States gross income is not more than $15,400, 
the return form is Form 1040NB (Regula- 
tions Section 1.6012-7(a)(1)(ii) and (e)). 
No return on Form 1040NB is ordinarily 
required where the tax liability is fully 
satisfied at the source (Regulations Section 
1.6012-7(a)(1)(i), (iii) and (iv); compare 
Code Section 6012(a)(5)). If the United 
States gross income is more than $15,400, the 
return form is Form 1040NB-a (Regulations 
Section 1.6012-7(a)(2) and (e)). Other re- 
quirements as to returns, payment of tax, 
wage-withholding requirements under Chapter 
24 of the Code (Sections 3401-3404) and 
claims for refund by or for nonresident 
aliens engaged in business within the United 
States are applicable to those not so engaged. 


Alien Residents of Puerto Rico 


Regulations Section 1.876-1 outlines in 
concise manner all the important features 
of the special treatment of nonresident 
alien individuals who are bona-fide residents 
of Puerto Rico. 

For a more lengthy discussion of income 
taxation of nonresident aliens, see Roberts 
and Warren, Jncome Taxation of Nonresident 
Aliens and Foreign Corporations (Practising 
Law Institute monograph). 


Withholding of Tax 
from Nonresident Aliens 


“In general, the United States has no 
jurisdiction over an alien outside its terri- 
tory....” (Rev. Rul. 55-661, cited above.) 
To facilitate the collection of tax from 
nonresident aliens, tax is required to be 
withheld by persons paying out specified 
kinds of income from United States sources 
to (or having the custody of such income 
for) all nonresident alien individuals, irrespec- 
tive of whether the alien is engaged in 
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United States business and to “any partner- 
ship not engaged in trade or business within 
the United States and composed in whole 
or in part of nonresident aliens” (Code Sec- 
tion 1441(a); see Brushaber v. Union Pacific 
Railroad Company, 1 ustc 74, 240 U. S. 1 
(1916)). Puerto Rican citizens, who are 
not also United States citizens, and alien 
residents of Puerto Rico are subject to 
withholding tax (Rev. Rul. 54-570, 1954-2 
CB 214; Code Section 1441(d)). 


In the regulations dealing with tax-free 
covenant bonds issued before January 1, 
1934, it is provided that to avoid incon- 
venience a resident alien should file a 
certificate of residence on Form 1078 with 
withholding agents, who shall forward such 
certificates with a letter of transmittal to 
the District Director of Internal Revenue, 
Baltimore 2, Maryland. 


The kinds of income subject to withhold- 
ing are the “fixed or determinable annual 
or periodical” income, etc. (not including 
gains from sales or exchanges of capital 
assets), upon which a nonresident alien not 
engaged in United States business is taxable 
(Code Section 1441(b)). Reference should 
be made to particular income tax treaties. 
See also Regulations Section 1.1441-1. 


Persons who must withhold.—‘“All per- 
sons, in whatever capacity acting (including 
lessees or mortgagors of real or personal 
property, fiduciaries, employers, and all offi- 
cers and employees of the United States) 
having the control, receipt, custody, dis- 
posal, or payment” of the specific kinds of 
income of a nonresident alien must with- 
hold tax (Code Sections 1441(a), 1465 and 
7701(a)(16)). 


As explained above, since an alien is pre- 
sumed to be a nonresident, persons who 
would be under a duty to withhold tax (or 
to execute ownership certificates) if the 
alien were a nonresident should obtain 
proper proof of residence if they are to 
regard an alien as a resident (see Regula- 
tions Section 1.871-6(a)). 


With respect to employers of alien em- 
ployees, the regulations specifically provide 
(Section 1.871-6): 


“(b) Certificate of residence. An employer 
may rely upon the evidence of residence 
afforded by the fact that an alien has filed 
Form 1078, or an equivalent certificate of 
the alien establishing residence. 


“(c) Other evidence. An employer need 
not secure Form 1078 from the alien if he 
is satisfied that the alien is a resident alien. 
An employer who seeks to account for fail- 
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ure to withhold in the past, if he did not 
at that time secure Form 1078 or its equiva- 
lent, is permitted to prove the former status 
of the alien by any competent evidence. 


“(d) Employee's statement. The written 
statement of the alien employee may ordi- 
narily be relied upon by the employer as 
proof that the alien is a resident of the 
United States.” 


With respect to payers of dividends, the 
withholding agent may rely on the indi- 
vidual’s written statements on Form 1078, 
prepared and filed in duplicate in accord- 
ance with the procedure set out in Regula- 
tions Section 1.1441-5 as proof that such 
individual is a United States citizen or resi- 
dent. The individual must give a new state- 
ment to the withholding agent every three 
years and the withholding agent must trans- 
mit one of the copies to the Director of 
International Operations, Internal Revenue 
Service, Washington 25, D. C. 


With respect to payers of interest, the 
regulations provide that withholding is 
required on interest from bonds or securi- 
ties “the owners of which are not known 
to the withholding agent” except if the in- 
terest is from sources without the United 


States (Code Section 1441(c)(2)). 


Concerning interest coupons, there is the 
“In all cases where, the 
mortgages, or deeds of 


further provision: 
owner of bonds, 
trust, or other similar obligations of a cor- 
poration is a nonresident alien, a nonresi- 
dent partnership composed in whole or in 


part of nonresident aliens, a nonresident 
foreign corporation, or where the owner 
is unknown, an ownership certificate for 
each issue of such obligations shall in ac- 
cordance with the provisions of section 6041 
be filed when interest coupons for any 
amount are presented for payment. 

Ownership certificates shall also be filed 
in the case of interest paid on obligations 
of the United States or any agency or in- 
strumentality thereof, if the obligations 
are owned by [nonresident aliens].” 


(Regulations Section 1.1461-1(b)(3).) 


No such ownership certificates are required 
if the obligation was issued by an individual 
or a partnership, nor are ownership cer- 
tificates required if the obligation was that 
of a nonresident foreign corporation or if 
the interest is from sources without the 
United States. As to the information shown 
on ownership certificates, the form of cer- 
tificate, the filing of ownership certificates 
in the case of fiduciaries and joint owners, 
and the procedure to be adopted when in- 
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terest coupons are not accompanied by 
ownership certificates, see the regulations. 


It had been ruled that payers of coupon 
interest are under a duty to see that 
ownership certificates, when presented, are 
properly prepared, but such payers are not re- 
sponsible for any misstatements by the 
presentor and may rely on the information 
in the ownership certificates (I. T. 1529, I-2 
CB 168). Although there appears to be no 
comparable ruling with respect to interest 
payments on noncoupon bonds, as to which 
ownership certificates are also required as 
in the case of coupon bonds, it seems quite 
clear that the payer thereof would be en- 
titled to rely upon the written statement of 
the recipient concerning his status as citizen 
or resident and should be permitted to as- 
sume, as is permitted to dividend payers, 
that if the recipient’s address is within the 
United States, such recipient is a citizen 
or resident thereof. 


The duties and exculpations of payers 
of other kinds of fixed or determinable an- 
nual or periodical income should parallel 
the foregoing. 

A resident partnership, composed in whole 
or in part of nonresident aliens, should 
notify the payer of income by letter signed 
by a member of the firm that it is not sub- 
ject to withholding. The letter should be 
immediately forwarded by the addressee to 
the District Director of Internal Revenue, 
Baltimore 2, Maryland (I. T. 3020, XV-2 
CB 106). 


The following persons must withhold tax: 


A resident owner of record of stock must 
withhold if the beneficial owner is a non- 
resident alien (I. T. 2938, XIV-2 CB 139; 
I. T. 2997, XV-2 CB 106). 


A husband who receives community in- 
come for his nonresident alien wife must 


withhold (I. T. 3859, 1947-2 CB 98). 


A manager for a foreign syndicate must 
withhold (Bowlen, cited above; Van Iderstine, 
CCH Dec. 7207, 24 BTA 291; but compare 
Branch, CCH Dec. 10,497, 38 BTA 1139 
(acq.)). 

One who pays income to a resident trustee 
for nonresident aliens must withhold (St. 
Francis Hospital, CCH Dec. 11,344, 42 BTA 
1004, aff’d, 42-1 ustc § 9252, 125 F. (2d) 553 
(CCA D. C.), cert. den., 316 U. S. 697; 
O. D. 1085, 5 CB 191). 


Resident or domestic fiduciaries are re- 
quired to deduct the income tax at the 
source from items of income, specified in 
the regulations, of nonresident alien bene- 
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ficiaries, to the extent that such items con- 
stitute gross income from sources within 
the United States. “The share of the fixed 
or determinable annual or periodical in- 
come of an estate or trust from sources 
within the United States which is required 
to be distributed currently, or which has 
been paid or credited during the taxable 
year, to a nonresident alien beneficiary of 
such estate or trust constitutes fixed or de- 
terminable annual or periodical income.” 
(Regulations Section 1.1441-2(a)(2).) The 
tax is to be computed on the income dis- 
tributed and/or distributable to the alien 
after deduction of the proper expenses of 
the trust (Wittschen, cited above). No with- 
holding is required with respect to dis- 
tributed or distributable capital gains (I. T. 
3495, 1941-2 CB 195). 

One who pays income to a nonresident 
alien fiduciary must withhold, though the 
beneficiaries are all United States citizens 
or residents. 


A trustee of a trust created by a non- 
resident alien individual must withhold if 
the income is taxable to the grantor under 
the provisions of subpart E of Part I of 
Subchapter J of the Code (revocable trusts, 
etc.), even though the fiduciary and_ the 
beneficiaries of the trust are United States 


citizens or residents. 


One who deposits income in a nonresident 


alien’s bank account must withhold (I. T. 
2624, XI-1 CB 122; O. D. 330, 1 CB 239; 
Mim. 5075, 1940-2 CB 141; special ruling, 
January 20, 1942). However, in L. D. Caulk 
Company v. U. S., 53-2 ustc § 9643 (DC 
Del.), it was held that a patent licensee was 
not required to withhold any tax on royalties 
deposited in bank accounts of the nonresi- 
dent alien licensors where the bank ac- 
counts were blocked by the United States 
to such extent that the licensors could not 
receive, nor dispose of, the funds therein. 


One who makes payment to a United 
States agent of a nonresident alien’ must 
withhold; if he does not withhold, the agent 
must (I. T. 2624, cited above; G. C. M. 
4683, VII-2 CB 69; but compare O, D. 
1085, 5 CB 191). 


One who pays rent to a nonresident alien 
must withhold (G. C. M. 18835, cited above). 


A corporation which makes a distribution 
other than (1) a nontaxable distribution 
payable in stock or stock rights or (2) a 
distribution which is treated as a distribu- 
tion in part or full payment in exchange for 
stock must withhold, without regard to any 
claim that all or a portion of such distribu- 
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tion is not taxable (I. T. 3020, cited above). 
As to distribution having the effect of a 
taxable dividend, see discussions under “Non- 
resident Aliens Not Engaged in Business 
Within United States.” But where stock 
is owned jointly by a nonresident alien and 
a United States citizen or resident, the cor- 
poration need only withhold on the por- 
tion of a dividend to which the alien is 
entitled (I. T. 3053, 1937-1 CB 110). 

An assignee of the property of a debtor, 
where such assignee assumed the obligations 
of the debtor, must withhold such taxes as 
were required to be withheld by the debtor. 


Persons who need not withhold.—The 
following need not withhold: 

One who promises or guarantees but 
makes no actual payments to an alien and 
holds nothing in custody for him need not 
withhold (Tonopah and Tidewater Railroad 
Company, Ltd. v. Commissioner, 40-2 ustc 
4 9543, 112 F. (2d) 970 (CCA-9), over- 
ruling I. T. 3059, 1937-1 CB 111; Branch, 
cited above; compare A. R. R. 265, 3 CB 
215). Payment in kind, however, may not 
be made by a> payer to the nonresident 
alien until the payer is placed in funds 
for the withholding of cash. 

A person who pays accrued interest to 
a nonresident alien upon the sale of a bond 
between interest dates need not withhold. 


A person who makes payments to a 
United States partnership need not with- 
hold despite the fact that a nonresident 
alien is a partner (Code Section 1441(a); 
I. T. 3233, 1938-2 CB 192). To the con- 
trary—if the partnership is not engaged in 
United States business—is Code Section 
1441 (a). 

A debtor corporation which appoints a 
withholding agent and files notice of such 
appointment with the Director of Inter- 
national Operations, Internal Revenue Build- 
ing, Washington, D. C., need not withhold 
(special ruling, January 31, 1956). 


A bank upon which checks are drawn 
need not withhold (I. T. 3020, cited above; 
compare I. T. 1928, III-1 CB 369). The 
maker of the check is deemed to have made 
the payment (I. T. 3535, 1942-1 CB 129). 


The issuing corporation or its warrant 
agent need not withhold when outstand- 
ing stock warrants are sold (special ruling, 
April 21, 1949). 


The owner of a mine leased to an inde- 
pendent contractor need not withhold where 
the latter employs a nonresident alien (O. D. 


175, 1 CB 182). 
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A partnership need not withhold with re- 
spect to distributions by it to a nonresi- 
dent alien partner (G. C. M. 2467, VII-2 
CB 188, modified, in other respects, by 
G. C. M, 8594, [X-2 CB 354). 


Kinds of income subject to withholding. 
—The kinds of income subject to withhold- 
ing are limited to the “fixed or determinable 
annual or periodical” United States income 
upon which a nonresident alien not engaged 
in United States business is taxable, including 
amounts “described in sections 402(a)(2), 

. section 631(b) and (c), ... and section 
1235,” which are considered to be gains from 
the sale or exchange of capital assets 
(Code Section 1441(b); Regulations Sec- 
tion 1.1441-2). 

The Senate report on the 1954 Code, 
which added the provision requiring a with- 
holding agent to deduct and withhold tax 
on such “gains,” explains, at page 458: 
“The amended section 1441 provides further 
that if the amount of such gain is not 
known to the withholding agent, he shall 
deduct and withhold such ‘amount, not 
exceeding 30 percent of the proceeds from 
such sale or exchange, as may be necessary 
to assure that the tax deducted and with- 
held shall not be less than 30 percent 
of such gain. Thus, if the withholding 
agent does not know the amount of such 
gain, he is required to deduct and with- 
hold a tax which may exceed 30 per- 
cent of such gain, but not ‘exceeding 30 
percent of the proceeds from such sale 
or exchange, as may be necessary to as- 
sure that the tax deducted and withheld 
is not less than 30 percent of such gain.” 
(See Code Section 1441(c)(5); Regulations 
Sections 1.1441-2(b); 1.1441-3(e).) 


Although the Revenue Act of 1950 im- 
posed a tax on the net amount of capital 
gain derived from United States sources 
by an alien not engaged in United States 
business, who is temporarily present in the 
United States, nothing in that act attempted 
to describe gains from the sale or exchange 
of real or personal property as “fixed or 
determinable annual or periodical” income 
or otherwise attempted to make such gains 
subject to withholding. No withholding 
is required on such capital gains in the 
case of a nonresident alien (see Regulations 
Section 1.1441-2(a)(2)). No withholding 
is: required with respect to the distributable 
capital gains of a trust (I. T. 3495, cited 
above; I. T. 3781, cited above). 

No withholding is required with respect 
to income from sources without the United 
States, nor on interest on bank deposits 
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paid to persons not engaged in business 
in the United States (Regulations Section 
1.1441-4(a)). 

This form of withholding is not required 
with respect to compensation for personal 
services of a Canadian or Mexican resident 
who enters and leaves the United States 
at frequent intervals nor with respect to 
wages for the agricultural labors of any 
other nonresident alien who enters and leaves 
the United States at frequent intervals (Regu- 
lations Section 1.1441-4(b)(2); Code Sec- 
tion 1441(c) (4); I. T. 3590, 1942-2 CB 147). 


No withholding is required in the case 
of dividends paid by a foreign corporation 
unless (1) the corporation is engaged in 
United States business and (2) more than 
85 per cent (not merely 50 per cent as is 
specified in Code Section 861(a)(2)(B)) of 
its gross income for the three-year period 
ending with the close of its taxable year 
preceding the declaration of such dividend 
was derived from United States sources 
(Code Section 1441(c)(1)). 

For other specific exceptions to the gen- 
eral rule for withholding, see the regulations. 

Reference should also be made ‘to par- 
ticular income tax treaties. 

The regulations require note to be taken 
that withholding is necessary in the case of 
interest paid on obligations issued on or 
after March 1, 1941, by the United States 
or any agency or instrumentality thereof 
(Regulations Section 1.1441-3(c)). 


Rate of withholding.—The rate is 30 per 
cent of gross income generally without 
deductions or exemptions (but see dis- 
cussion, above, on distributed or distributable 
income of trusts and, below, on exemp- 
tions), except where modified by income 
tax treaties (Code Section 1441(a); Regula- 
tions Section 1.1441-1). For a schedule of 
rates pursuant to existing income tax treaties, 
see Rev. Rul. 54-475. As to the proper 
rate of exchange where the income is paid 
in foreign currency, see /nternational Sleep- 
ing Car Company, CCH Dec. 4654, 14 BTA 
702; O. D. 700, 3 CB 214. The benefit of 
the deduction for a prorated amount of one 
personal exemption under Code Section 151 
is allowed to a nonresident alien only with 
respect to remuneration paid for labor or 
services performed within the United States 
(Code Section 874(b)). 

Unless otherwise provided by statute, the 
withholding agent must withhold at the 
tax rate prevailing at the time payment is 
made by him to the nonresident alien ir- 
respective of when the income was earned 
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(1. T. 3020, cited above; I. T. 2798, XIII-2 
CB 90; O. D. 167, 1 CB 182; I. T. 1521, 
I-2 CB 197; I. T. 3291, 1939-1 CB (Part 
1) 140; Southern Pacific Company, CCH Dec. 
6591, 21 BTA 990; see G. C. M. 2467, cited 
above, modified, on other grounds, by G. C. M. 
8594, cited above; compare I. T. 3535, cited 
above; I. T. 3342, 1940-1 CB 58). 


Return and payment by withholding 
agents.—Return is required to be made by 
the withholding agent on March 15. Pay- 
ment must be made on March 15. The 
withholding agent is personally liable for 
the tax (Code Section 1461). Payment of 
the tax by the recipient of the income 
relieves the withholding agent from liability 
therefor (Code Section 1463; Regulations 
Section 1.1463-1). However, the withhold- 
ing agent is not freed of his duty to with- 
hold merely because the recipient posts a 
bond to insure payment of the tax (1. T. 
1357, I-1 CB 223) or has an agent here 
who will file a return for him (O. D. 1087, 
5 CB 193; O. D. 958, 4 CB 111) or claims 
no tax is due (I. T. 3020, cited above). An 
employer who has not made payment to the 
district director may refund to his employee 
the withheld tax upon receipt of satisfactory 
evidence that the employee has filed a 
proper tax return and paid the amount of 
tax disclosed as due without claiming credit 
for such withheld tax or, if the employee 
has not paid the amount due, the excess of 


withheld tax over the amount due on the 
return (Rev. Rul. 54-584, 1954-2 CB 212). 


With respect to most kinds of income, 
Form 1042 is to be filed by the withholding 
agent on March 15. This return may also 
satisfy the requirement for a return of in- 
formation with respect to the income in- 
cluded therein. See Rev. Rul. 54-242, 1954-1 
CB 144, with respect to filing Form 1042 
Supplement, implementing exchange of in- 
formation provisions under income tax treaties. 
In the case of interest on bonds or other 
obligations of corporations, the payer must 
file an annual return, on Form 1013, on 
March 15, and a quarterly return, on Form 
1012, on the last day of the month follow- 
ing termination of the quarter, accompanied 
by Forms 1001 (Regulations Section 1.1461-2 
(a)(1) and (2)). 

In the usual case, withholding returns 
must be filed with the District Director of 
Internal Revenue, Baltimore 2, Maryland 
(Regulations Section 1.1461-2(a)). The Di- 
rector of International Operations has re- 
quested withholding agents who file very 
large and bulky withholding returns to send 


such returns to the Director of Interna- 
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tional Operations, Room 1421, Internal 
Revenue Building, Washington 25, D. C. 
(Attention: L[OD:AR:WRU) (special rul- 
ing, January 31, 1956). 


Refunds.—Withheld tax is credited against 
the liability shown on the nonresident alien’s 
return (Code Section 1462; Regulations 
Section 1.1462-1). If the withheld tax ex- 
ceeds the tax liability, the nonresident alien 
or his agent is entitled to, and should claim, 
credit or refund (See Code Section 1464). 
Forms 1040B, 1040NB and 1040NB-a them- 
selves constitute claims for refund where an 
overpayment is shown. The withholding 
agent is entitled to a refund of an over- 
payment only if the tax was not actually 
withheld by it, but paid out of its own 
funds (Code Section 1464; Bank of America 
National Trust & Savings Association v. 
Anglim, 43-2 ustc $9596, 138 F. (2d) 7 
(CCA-9); Pauker v. U. S., 38-2 uste J 9388, 
23 F. Supp. 821 (DC N. Y.); Capital Estates, 
Inc., CCH Dec. 12,500, 46 BTA 986, aff'd, 
43-2 ustc J 9573, 138 F. (2d) 156 (CCA-3)). 
The foregoing Code section and decisions 
appear to ignore the possibility that the 
withholding agent may be subject to a suc- 
cessful claim by the nonresident alien for 
the amount withheld and overpaid to the 
United States, in which event the withhold- 
ing agent would in substance have paid 
over its own funds to the United States. 
At any rate, the withholding agent has 
been held to have standing to protest against 
the imposition of tax upon the funds in 
his hands and to contest liability in the 
Board of Tax Appeals (now the Tax 
Court) (see Houston Street Corporation v. 
Commissioner, 36-2 ustc { 9423, 84 F. (2d) 
821 (CCA-5)). 


As between the withholding agent and 
the nonresident alien, the liability for tax 


is the nonresident alien’s. Accordingly, if 
the withholding agent has paid a properly 
due tax out of his own funds, the with- 
holding agent should be able to recover 
the amount thereof from the nonresident 
alien (McGrath v. Dravo Corporation, 50-2 
ustc 99422, 183 F. (2d) 709 (CA-3); A. 
Gusmer, Inc. v. McGrath, 51-1 uste § 9141, 
94 F. Supp. 724 (DC D. C., 1950); but 
compare Synthetic Patents Company vw. 
Sutherland, 22 F. (2d) 494 (CCA-2, 1927), 
cert. den., 276 U. S. 630 (1928)). If, before 
the withholding agent has turned over with- 
held funds to the United States, the with- 
holding agent discovers that there has been 
an improper withholding, he may restore the 
amount to the nonresident alien (special 


ruling, April 18, 1947; compare I. T. 3020, 
cited above), [The End] 
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The Tax Elusiveness 
of Corporate Identity 


By J. C. WHITTED 


The author is a Tucson, Arizona accountant. He contends 

that the choice of the corporate form for all or some part of the taxpayer’s business 
can often be a very profitable step. However, the taxpayer or his attorney 

or accountant must beware of the elusiveness of the corporate identity—a matter 

to which the courts have brought a great deal of very excellent thought. Explored 
below are some of the questions which the courts are 

not unlikely to ask when examining the corporate identity situation. 


HE IDEA upon which modern corpora- 

tions are founded is not a new one. It 
goes back certainly to the time of the 
Romans, and probably to the ancient Greeks. 
This is not to say that there have been no 
structural changes in this form of business 
organization from Roman times to the pres- 
ent day. The changes have been many 
indeed. Still, the basic idea is the same. 
The Roman concept of the corporation was 
that of “a person (a juristic person, namely) 

. of a proprietary capacity, standing on 
the same footing as other private persons.” 
The same words very well summarize the 
legal conception of a corporation in our 
own day. 

It is this separate identity as a juristic 
person which sets the corporation so far 
apart from other forms of business arrange- 
ment. Two men form a partnership, for 
example, and while they have, beyond a 
doubt, created something, the something 
they have created is not of itself a separate 
entity apart from the two men. They 
may look upon it as such, but the law does 
not. Let the same two men form a cor- 
poration, however, and we have, in law, a 
new entity. Where there were formerly 
but two persons, we now have three, for 
the corporation is a person, in and of itself. 

The corporate form is sO common an 
arrangement in the present-day business 
world that we no longer marvel at this 


1 Rudolph Sohm, Institutes of Roman Law, 
p. 106. 
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ability on our. part actually to create a 
person (albeit an artificial one) where no 
person existed before. This separate and 
distinct existence and identity of the cor- 
porate body politic is so well known to us 
that we are inclined to take the fact for 
granted. Indeed, quite often we are too 
much so inclined. We forget that separate 
corporate existence is not something which 
is bound to be recognized, in all cases and 
at all times. We forget that the artificial 
person, unlike the natural person, can have 
its entity doubted, challenged and perhaps 
denied. 


The courts have long let it be known that, 
so far as they are concerned, this separate 
corporate identity is, after all, a mere fic- 
tion—a useful fiction, truly, and one which, 
in ordinary circumstances and under ordinary 
conditions, they are quite willing to accept 
as fact. But, the courts have made it clear 
that the fiction will be allowed to pose as 
fact only so long as it is rightly and justly 
used, not when it is abused. For the good 
of all, this innocent bit of make-believe must 
be no less and no more than it purports to 
be: a harmless masquerade, fooling no one, 
harming no one, perhaps benefiting many. 
It must never be allowed to become a hypo- 
critical mask behind which rascals may hide. 

Many are the safeguards of the corpo- 
rate form which the unscrupulous have beheld 
with envy and sought to secure for them- 





selves by adapting that form in somewhat 
less than good faith—only to have both 
form and safeguards swept away when the 
courts decided to allow the accomplishment 
of that process known as “piercing the veil 
of corporate entity.” In income tax cases, 
as in cases of other types, the courts have 
thought it improper that the cloak of cor- 
porate existence should be allowed to pro- 
vide the evildoer with shelter for his deeds. 
But in income tax cases it is perhaps un- 
fortunately true that the decisions of the 
courts in cases involving the corporate iden- 
tity have wounded (as often as has the 
villian!) the procrastinating, the careless 
and the poorly informed. 


In the matter of over-all tax planning, 
the choice of the corporate form for all or 
some part of the taxpayer’s business under- 
takings can often be a very profitable step. 
However, unless the taxpayer or his attorney 
or accountant understand and appre- 
ciate the elusiveness of the corporate identity 
in tax matters, the very advantages which 
were sought to be accomplished may never 
be attained. Not only that, but the unfor- 
tunate taxpayer may wind up with a host 
of disadvantages which, in the aggregate, 
leave him somewhat worse off than before. 
A corporation, taxwise, is not necessarily 
what its incorporators purport it to be; it is 
not even what it is held to be by the laws 
of that particular state which granted it its 
corporate life. If its right to separate 
identity as to taxation be challenged by the 
Commissioner of Internal Revenue, it may 
have to defend that right in the courts. The 
courts may decide that, even though it be 
a corporation duly constituted and organized 
insofar as all other things are concerned, 
insofar as federal income taxation is con- 
cerned it is no corporation at all. 


can 


A mere cursory reading of the most out- 
standing cases over a period covering at 
least the last 38 years might lead one to 
think that this elusiveness of the corporate 
identity in tax matters is a thing which 
even the highest courts have found confus- 
ing. One might almost be willing to accuse 
the courts of having reversed the general 
trend of their decisions a half-dozen times 
or more during that period. 

A more careful review of the same cases, 
however, indicates that the courts have 
brought to the matter a great deal of very 
excellent thought. Moreover, the trend of 


this thinking is seen not to have tacked and 
veered so much over the years as would 





21 ustc { 19, 247 U. S. 330, 38 S. Ct. 540. 
21 ustc { 23, 248 U. S. 71, 39 S. Ct. 35. 
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at first glance seem apparent, Perhaps the 
greatest reason for any seeming inconsis- 
tency in the trend is to be looked for and 
found not in any lack of permanency of 
judicial thought, but rather in the factual 
content of the actual cases themselves. A 
study shows that the latter cases are, in 
the final analysis, rarely if ever actually 
reversals of any line of reasoning which 
the earlier cases had laid down. Rather, it 
is simply that the latter cases are seen to 
have contained important elements (elements 
of fact) which were not present in the 
earlier ones, Since the courts do function 
with what might be termed an economy of 
judicial process—by reason of which they 
are reluctant to consider, even as a matter 
of speculation, any question save the one 
immediately before them—it follows that a 
new case with its new questions may lead 
them further than they have previously gone 
in similar cases. Having once been led to 
such new fields of contemplation, they may 
arrive at decisions which, while definitely 
not inconsistent with earlier ones as to 


basic logic, differ very widely as to result. 


During the years following Southern Pacific 
Company v. Lowe? and Gulf Oil Corporation 
v. Lewellyn’ there were undoubtedly those who 
thought the Supreme Court had established 
a dictum which left little sanctity to the 
bare corporate entity where matters of tax- 
ation were involved. A corporation was a 
corporation was a corporation, and yet if 
the mere existence of the corporate form 
seemed likely to create a situation possessed 
of peculiar and undesirable tax consequences, 
probably the courts would have small respect 
for form alone—this, despite the warning 
stated by the Supreme Court, itself, in the 
first of these two cases, to the effect that 
the case had been decided upon “its very 
peculiar facts’* and not upon any general 
belief which might be accepted as establish- 
ing an over-all precedent for all future 


cases involving the corporate identity. 


Among those who most surely read more 
into the Southern Pacific Company and the 
Gulf Oil Corporation decisions than the Su- 
preme Court had meant to write were the 
attorneys who prepared the briefs for the 
taxpayer 14 years later in the Burnet v. 
Commonwealth Improvement Company case.” 
Although they did not cite the two cases 
mentioned as controlling, they did refer to the 
Court’s opinions in those cases with a great 
deal of confidence. The high Court, however, 
chose to take advantage of the Burnet case to 


* See footnote 2. 
53 ustc { 1009, 287 U. S. 415, 53 S. Ct. 198. 
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reiterate the words of caution it had spoken 
in Southern Pacific v. Lowe. Said Mr. Justice 
McReynolds, in delivering the opinion of the 
Court: “Southern Pacific Company v. Lowe 
and Gulf Oil Corporation v. Lewellyn . 
(the latter covered in principle by the first) 
cannot be regarded as laying down any general 
rule authorizing disregard of corporate 
entity in respect of taxation.” He also said: 
“While unusual cases may require disregard 
of corporate form, we think the record here 
fails to disclose any circumstances suffi- 
cient to support the petitioner’s claim.” 
Thus the Supreme Court made unmistak- 
ably clear in 1932 what it had very strongly 
suggested in 1918: that, insofar as its own 
policies were concerned, decisions which 
might involve the question of corporate 
identity in taxation were to be based upon 
the facts existing in each particular case and 
not upon any general, all-abiding rule. 
Three years later, in Gregory v. Helver- 
ing,’ the Supreme Court touched upon an ele- 
ment of these cases which was to become of 
ever-increasing importance from that date to 
this, and suggested a line of reasoning that 
has since been brought to such full flower 
that it became of paramount, almost abso- 
lute, importance in a case® decided since 
the beginning of the current year. The 
Court hinted, in the Gregory case, that a 
corporation, in order to have its separate 
identity sustained under challenge, should 
have some business or corporate purpose 
and function other than the mere saving of 
taxes. However, since the point at issue 
was whether or not a reorganization had 
been effected within the meaning of Section 
112 (g) of the Revenue Code of 1928, and 
since the Court believed that such reorgani- 
zation had quite patently not been accomp- 
lished within the terms of that act, little 
was said in its opinion to expand and 
develop this corporate-purpose-and-function 


concept. 


Another case in which the Supreme Court 
touched upon the question of corporate pur- 
pose and function as the possible touchstone 
to the separate corporate identity was Moline 


Properties, Inc. v. Commissioner. It reasoned 
that a corporation, in order to be worthy of 
having its identity preserved intact, should 
have a “purpose equivalent to business activity 
... followed by the carrying on of business.” 
But it still did not place such great weight 
and importance on the purpose-and-function 
concept as did the Second Circuit Court of 
* See footnote 5. 


7 35-1 ustrc { 9043, 293 U. S. 465, 55 S. Ct. 266. 
8 Jackson v. Commissioner, 56-1 ustc J 9506. 
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Appeals, two years later, in Paymer v. Com- 
missioner.” Here there were not one but 
two closely held corporations involved in 
the question of separate identity. Both had 
been created for purposes having nothing to 
do with taxation; the taxation of either as 
a corporation was distasteful to the tax- 
payers; hence the taxpayers (two brothers 
associated in partnership) sought to have 
both corporations disregarded for income 
tax purposes. The Tax Court had refused 
to go along with the arguments of the 


brothers as to either corporation; instead, 
it held that each had a definite existence 
as a separate jural person and that the 
income of each was therefore fully taxable 
as corporate income. 

The court of appeals judged the issue 
solely upon the point of corporate purpose 
and function. In so doing it decided that it 
must affirm the Tax Court as to one cor- 


poration while reversing it as to the other. 
One corporation was held to have per- 
formed sufficient business activity in its own 
right to make its corporate existence a 
matter of fact. The other, not having per- 
formed such requisite amount of business 
activity, was “but a passive dummy ...a 
sham to be disregarded for tax purposes.” 
For a final example of the use by the 
courts of the purpose-and-function concept, 
we need go no further back than the very 
recent case of Jackson v. Commissioner, al- 
ready briefly noted herein.“ Once again 
the court concerned is the Second Circuit. 
There can be very little doubt or uncertainty 
as to the import of the language of its 
opinion: “A corporation may not be dis- 
regarded in respect of taxation, if, inter alia, 
a bona fide intention in creating it was that 
the corporation itself should have some real 
substantial business function, or if it actually 
engages in business; on the other hand, the 
corporation may be disregarded, in the absence 


of such an intention or activity.” 


The handful of cases just touched upon 
is but a small fraction of those which have 
had to do with the perplexing problem of 
the corporate identity in matters of taxation. 
It is not even avgued that the few singled 
out for attention in this article represent, 
always and in every instance, the most im- 
portant ones. In line with the author’s 
belief that our courts have been and are 
formulating a doctrine of thought for these 
cases, it is our purpose here merely to 
pick out a few landmarks along the road 





* 43-1 ustc { 9464, 319 U. S. 436, 63 S. Ct. 1132. 
1” 45-2 ustc 7 9353, 150 F. (2d) 334. 
1 See footnote 8. 
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they have traveled. We believe such land- 
marks will serve to indicate at least the 
general direction of their progress. It cer- 
tainly cannot be supposed, even for a 
moment, that any of the cases here men- 
tioned can be used as a basis for attempting 
to predict the decision which any court 
might be expected to reach in any case now 
pending or yet to be filed. As was said 
earlier, new cases are likely to confront the 
courts with new elements of fact, elements 
which either were not present at all in the 
older cases, or which were present only to 
a smaller and less significant degree. The 
probability of such new elements renders 


unwise any serious attempt to predict, in 
connection with current or future cases, 


either the final results which might be 
reached or the elements of judicial thought 
which might most influence such results. 
It seems fairly safe to say, however, that 
there are now certain well-defined questions 
which (when and as warranted by the 
factual content of the cases concerned) the 
courts may be expected to ask. It may even 
be said that judicial history provides us 


with a basis for estimating, to a measured 
degree, the amount of weight which the 
answers to such questions might be expected 
to bear. 

Certainly the following are all well within 


an area which the courts are, to say the 
least, not unltkely to explore: 


Who Is Asking That Corporate Entity 
Be Disregarded— 
Taxpayer or Government? 


There is little doubt that this question 
of who does make a difference. To say that 
such is so does not mean that the courts 
are to be accused of bias, or of favoring 
the cause of revenue at the taxpaying liti- 
gant’s expense. Nevertheless, the courts 


have often reasoned somewhat as follows: 
Where the corporate form of doing business 
exists, certainly it was the taxpayer and 
not the government which chose such form, 
That the taxpayer chose such form in the 
first place presupposes that he found, in the 
corporate setup, some characteristic or char- 
acteristics advantageous to himself. And since 
he has presumably enjoyed the fair winds 
of these advantages, the courts feel no duty 
on their part to shield him from any whirl- 
wind of tax disadvantage which might 
flow therefrom. Such has been the thought 
openly stated by the courts in some cases 


22 See footnote 9. 
8 41-1 ustc § 9340, 118 F. (2d) 835. 
44 43-1 ustc § 9432, 135 F. (2d) 711. 
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and quite plainly inferred in many, many 
others. 


In the Moline Properties case, for example, 
the court hinted that it would not look with 
favor on those who chose the corporate 
form for reasons advantageous to them- 
selves and then sought to avoid “acceptance 
of the tax consequences.”” In Sheldon Build- 
ing Corporation v, Commissioner,” where the 
particular facet of corporate existence which 
held special appeal was admittedly that of 
protection from creditors, the court said 
that “it would not be equitable to treat 
this corporation as a fact as against the 
creditors and a fiction against the government.” 

It is not to be supposed, however, that 
there is any general rule among the courts by 
virtue of which only the government, never 
the taxpayer, may hope to have the corporate 
form disregarded. Far from it. The Circuit 
Court of Appeals for the Second Circuit once 
sought to establish such a rule. In U. S. v. 
Morris & Essex Railroad Company," it said 
that the rule allowing the corporate identity 
to be brushed aside “is a rule which works 
only in the Treasury’s favor; it cannot be 
used to deplete the revenue.” This general- 
ization was so obviously faulty that the 
same court quite willingly called it to mind 
in another case for the sole purpose of 
admitting its erroneous nature.” 


The most that should probably be ven- 
tured in this connection is a suggestion that 
there is a thought in judicial minds which 
might be compared, for example, with one 
of the well-known rules governing the law 
of contracts. The words of a contract will 
be construed most strongly against the 
party who used them. Presumably he chose 
the words. So, too, the corporate form is 
likely to be construed most strongly against 
the taxpayer. And for the very same reason 
—presumably the choice was his. 


Is Corporation a One-Man Company? 


Ordinarily, as the government’s attorneys 
conceded in the Burnet case, “a corporation 
and its stockholders are separate entities,” 
and it makes no difference, theoretically, 
“whether the shares are divided among 
many or are owned by one.” ” The author 
has read every case available involving the 


corporate identity in respect of taxation and 
he has not found a single case in which the 
court stated that it was influenced in any 
degree by the fact that the corporation 


% National Investors Corporation v. Hoey, 
44-2 ustc { 9407, 144 F. (2d) 466. 
1% See footnote 5. 
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happened to be a one-man affair. Yet there 
are undoubtedly many factors influencing 
judicial minds which never are stated ver- 
batim in the legal opinions which those 
same minds dictate. A fact which quite 
certainly is of great concern to the courts 
is the degree of solidity and substance 
which the corporate form may or may not 
possess. Such solidity and substance may 
well be a good deal less impressive where 
there is a single stockholder than it might 
be if there were several. 

In Higgins v. Smith™ the Supreme Court 
had occasion to quote from the instructions to 
the jury in the lower court trial of the case. 
Said Mr. Justice Reed: “In this case the jury 
was instructed to find whether these sales by 
the taxpayer to Innisfail were actual transfers 
of property ‘out of Mr. Smith and into some- 
thing that existed separate and apart from 
him’ or whether they were to be regarded as 
simply ‘a transfer by Mr. Smith’s left hand, 
being his individual hand, into his right hand, 
being his corporate hand, so that in truth and 
fact there was no transfer at all’. The jury 
agreed the latter situation existed.” To such 
identification with the ego of its lone stock- 
holder the one-man corporation is always 
susceptible, 


One-man corporations, however, are very 
often a real convenience and sometimes quite 
necessary. Nothing that is said here is meant 
to imply that they are such dangerous tax 
vehicles that their use should be avoided. 
However, there is every reason to feel that 
the single stockholder of the one-man cor- 
poration ought to make doubly certain that 
the corporate entity of his particular com- 
pany has substance, rather than mere shadow. 
The more closely a corporation is held, 
the more susceptible it is likely to be to 
charges of sham and pretense. It hardly 
need be pointed out that the one-man cor- 
poration is the most closely held of all. 


Is There Definite Business Purpose and 
Function, Aside from Saving of Taxes? 


From the over-all trend which their cases 
have followed through the years, it seems 
not unwise to predict that this is the touch- 


stone which the courts may be counted 
upon to apply again and again. Nothing 
seems to lend such substance to the corpo- 


rate entity, so far as the courts are con- 
cerned, as does the fact that it can be 
shown to have been created with a definite 
business purpose in mind and to have,func- 


tioned, subsequently, in a recognizable business 
way. 


17 40-1 ustc { 9160, 308 U. S. 473, 60 S. Ct. 355. 
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No one seeks to deny that many corpo- 
rations are organized primarily for the tax- 
saving advantages which their existence will 
afford to those who created them. This fact, 
in itself, the courts do not abhor. On the 
contrary, they have commented again and 
again on the unquestionable right of the tax- 
payer to lessen his taxes by any means. which 
the law allows, Therefore, any tax-saving 
aspects which the corporate form may provide 
in a given case will not, of themselves alone, 
render it subject to challenge. The courts 
seem merely to feel that it ought to have a 
business purpose and function in addition to 
the saving of taxes; or, at the very least, 
that its tax-saving accomplishments should 
result through active, rather than merely 


passive, function. Perhaps, insofar as func- 
tion is concerned, the two statements are 
essentially one: If it has active functions, 
even though their whole purpose be directed 
to the saving of taxes, these are very likely 
to qualify as business functions as well. As 
has been said, the motive of tax saving will 
not prejudice the courts. 


There seems to be no case in which the 
line of demarcation between active and 
passive function has been more finely drawn 
than in the Paymer case.” Here, it will be 
recalled, there were two corporations under 
the judicial spotlight. One of these (West- 
rich) had done nothing except receive and 
hold real estate. The other (Rayemp) had 


been a little more active, but still hardly 
what one would think of as a beehive of 


activity! It, too, had held real property, but, 
in the active field, it had also floated a loan 
on this property, assigning as part security 
the rights in two leases on the property 
and making the necessary covenants in 
regard to same. It had had no other business 
functions; like Westrich, it had no office, 
kept no books of account. Still, in the eyes 
of the court, these seemingly sketchy func- 
tions were enough to sustain the corporate 
identity of Rayemp—undoubtedly because 
they were functions of an active, rather than 
a mere passive, type. 


It should be remembered, of course, that 
in the Paymer case it was the taxpayer 
rather than the government which asked to 
have the corporate identity set aside. We 
have already remarked on the possibility 


that a stronger construction will be made 
in such cases against the taxpayer than 
against the government. Whether the sketchy 
functions of Rayemp would have been suffi- 


cient to support the separate identity had 
it been the Treasury Department, rather 


%% Cited at footnote 10. 
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than the taxpayer, which sought to have it 
brushed aside, we frankly do not know, It 
seems likely, however, from a study of the 
whole case, that the result would not have 
been different. 


In this connection there is at least one 
other implication in the Paymer case which 
might be noted. The two corporations, 
Rayemp and Westrich, had been created 
with a single purpose in mind, and the brief 
business activity upon which Rayemp had 
its identity sustained had absolutely no 
relationship to that purpose. In fact, the 
court itself remarked that “it apparently 
was impossible or impracticable to use it 
solely for that purpose ....” It would seem, 
then, that although the courts will look for 
both purpose and function, they will not be 
unduly influenced by any lack of direct 
connection between the two, or by the fail- 
ure of the latter to flow inevitably and 
naturally from the former. 


In the matter of purpose and intention, 
as apart from function, one additional remark 
probably deserves to be made. If an intention 
was present, in its creation, that a corpo- 
ration should have a proper business function, 
it will not be disregarded as a corporation 
during the interval before the certainty of 
its nonfunction became evident. Nattonal 
Investors v. Hoey™ is a proper case in point. 
Here the corporation was intended merely 
as an instrument in an attempted unification 
plan. The 
corporate 


was willing to sustain its 
identity for that period during 


court 


which the plan was under consideration by 
the stockholders, but not for the period 
after it was known that the plan had failed. 
A new trial was ordered in the case, so that 
the plaintiff could bring evidence to show 
what part of the depreciation of the shares 
at issue occurred during the one period and 
what part in the other. 

The final and most important lesson to be 
drawn from all we have said is of so obvious 
and elementary a nature that the task of stat- 
ing it in so many words should almost be 
unnecessary. There is one very basic pre- 
cept which must underlie all wise and effec- 
tive tax planning, and the situations discussed 
here are far from being an exception to the 
rule. Tax planning will never prove very 
successful unless the planner thoroughly 
realizes, from his first to his last endeavor, 
that the rules and regulations within which 
he works constitute a living, breathing, 
changing body of law. Therefore, the plan 
which he so brilliantly conceived and exe- 
cuted last month or last year must not be 
left unreviewed and unattended this year, 
next year and the years to come. No 
amount of brilliance displayed in the origi- 
nal planning can take the place of con- 
stant, regular and thorough re-examination 
of all aspects of the client’s tax situation. 
Each such review should attempt, first, 
to discover what must be done today in 
anticipation of tomorrow’s problems, and, 
second, to re-evaluate the doings of yester- 
day in the legislative and judicial climate of 


today. [The End] 


| WASHINGTON TAX TALK—Continued from page 582 


be applied.” As regards the second measure, 
he observed that the “appropriate way to 
correct the situation would be modification 


of the convention between the United States 
and the United Kingdom.” 


The Congress 


The Forand Subcommittee on Excise 
Taxes of the House Ways and Means Com- 
mittee has scheduled public hearings to 
begin November 26. Federal excise tax 
policy, rates and technical and administra- 
tive problems will be discussed. 


Basing point for discussion will undoubt- 
edly be the recently introduced Excise Tax 


Technical Changes Bill of 1956 (H. R. 12298). 

Treasury representatives will be heard 
from first, after which public witnesses will 
be scheduled. It is expected that the entire 





” Cited at footnote 15. 
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length of the hearings will not exceed two 
weeks. Testimony on excise taxes will be 
heard in the following order: (1) retail 
excise taxes, (2) manufacturers’ excises, (3) 
excises on facilities and services, (4) docu- 
mentary stamp taxes, (5) excises on wager- 
ing and amusements and regulatory taxes 
(except on narcotics), (6) import taxes, 
(7) excises on liquors, (8) excises on to- 


bacco products and (9) other excises. 


Arrangements to appear before the sub- 
committee can be made by writing to the 
clerk of the Committee on Ways and Means, 
Room 1102, New House Office Building, 
Washington 25, D. C., by not later than 
November 10. Letters should tell cate- 
gories in which testimony will be given, per- 
tinent Code sections and the minimum 


amount of time required to present the 
testimony. 
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Disposal of Appreciated Corporate Assets 
Together with the Corporate Shell 


By GEORGE PRISAMT 


‘**Look before you leap into Section 337,"’ cautions Mr. Prisamt as he discusses 
possible methods by which appreciated corporate assets may be disposed of by 
the shareholders, together with the corporate shell. 

In explaining which methods are most advantageous taxwise, he shows 

Section 337 to be an overrated method of avoiding the double tax 


and one even dangerous to use under some circumstances. 


"THE OBJECT ‘of this article is to ex- 
amine the various available methods by 
which the shareholders of a corporation 
may dispose of the property contained 
therein, together with the corporate shell, 
and to show the most expeditious manner 
of accomplishing this with the maximum 
tax advantage. A further object is to show 
that the recent attempt by Congress to 
eliminate the possibility of a double tax 
upon the disposition of corporate property 
and the subsequent liquidation of the cor- 
poration, by the enactment of Section 337 
of the Internal Revenue Code of 1954 
(which was intended to remove “a trap 
1 
for the unwary”"), has not changed the tax 
aspect by any considerable degree since 
other problems and uncertainties, with re- 
spect to interpretations of law, have re- 
appeared in other forms. Finally, the 
author intends to show that the contem- 
plated sale and liquidation should not be 
transacted so as to come within the con- 
fines of Section 337 unless all of the other 


available methods (also available under the 
Internal Revenue Code of 1939, the prede- 
cessor of the 1954 Code) are ruled out 
due to existing circumstances. This will 
be shown to be especially true where the 


subject property is only able to be sold 
under terms, other than for immediate cash, 


as is common in the sales of realty where 
a mortgage is retained by the seller to 
guaranty future payments, and where un- 
expected circumstances may arise that will 
result in the double tax, which was sought 
to be avoided by the application of Sec- 


tion 337. 

The cc porate property which is desired 
to be disposed of will be considered to be 
of a value greatly in excess of the value 
appearing on the books of the corporation, 
due to either an appreciation caused by 
general market conditions or the fact that 
excessive depreciation deductions have been 
taken by the corporation in the past in 
determining its income tax liability. Since 
the sale of the property by the corporation 
and a subsequent dissolution ordinarily re- 
sults in two separate taxes—one to the cor- 
poration at the time of the sale and another 
to the shareholders at the time of the liqui- 


dation—it becomes desirable. to eliminate 
one of the two possible taxes and, where 


possible, to obtain the favorable tax treat- 
ment afforded to capital gains.’ 


The various conditions that will determine 
which method of disposition should be em- 
ployed will be shown to depend, among 


other things, on whether the shareholder is 
a corporation; the percentage and type of 





Note: Where only the section number is indi- 
cated, reference is being made to the Internal 
Revenue Code of 1954. 

1S. Rept. 1622 (Report of the Committee on 
Finance to Accompany H. R. 8300) (83d Cong., 
2d Sess.), p. 49. 

2 Sec. 1201 (net gains on capital assets held for 
more than six months receive alternative tax 
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treatment wherein tax rates range from 10 per 
cent to 25 per cent for noncorporate taxpayers 
instead of from 20 per cent to 91 per cent, and 
25 per cent for corporate taxpayers instead of 
from 30 per cent to 52 per cent (26 per cent 
instead of 25 per cent where the taxable year 
of the corporate taxpayer begins before April 
1, 1954)). 
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sanction 


Mr. Prisamt, a member of the New York bar and a 
CPA, is an internal revenue agent, reviewer, Up- 


per Manhattan. Although permission has been ob- 
tained from the Internal Revenue Service for the 
publication of this paper, there is no official 
intended on what is included therein. 








stock held, if a corporation; whether accu- 
mulated earnings exist in the corporation 
desired to be eliminated; the terms and 
conditions of the contemplated sale; whether 
negotiations have or have not already been 
commenced regarding the transaction—and 
if so, by whom; and the express desires of 
the prospective purchaser and the persuasive 
abilities of the shareholders who are de- 
sirous of ridding themselves of their holdings. 

The meaning of taxable income has been 
expressed lucidly as “the gain derived from 
capital, from labor, or from both combined, 
provided it be understood to include profit 
gained through a sale or conversion of 
capital assets.”* Where property is sold 
by a corporation taxable income results, 
subject to the further condition that if the 
property consists of real property or other 
property of a character which is subject to 
allowance for depreciation, used in the trade 
or business and held for more than six 
months, capital gain treatment is afforded. 
This limits the tax to a maximum of 25 
per cent of the gain (26 per cent when 
the taxable year begins before April 1, 
1954). Property of a kind which would 
properly be includable in the inventory of 
the corporation if on hand at the end of 
the year and property held by the corpora- 
tion primarily for sale to customers are 
expressly excluded from capital gain treat- 
ment.‘ 


Where a corporation is liquidated, the 
amount of cash or other property received 
by the shareholder in redemption for his 
stock is considered as the proceeds of a 
sale of the stock,’ and ordinarily capital 
gain rates apply to the shareholder on his 
gain. Ordinary rates of tax apply in the 
case of a shareholder who is a dealer in 


securities and who is holding the same 
for sale to his customers and in the case 
of a liquidation of a collapsible corporation.* 


A collapsible corporation is one con- 
sidered to have been availed of principally 
for the manufacture, construction or pro- 
duction of property and for the purchase of 
certain property, with the main idea in mind 
to convert a gain which would ordinarily 
be taxed at ordinary income tax rates 
(which range from 20 per cent to 91 per 
cent for individuals and from 30 per cent 
to 52 per cent for corporations) to capital 
gain rates (which range from 10 per cent 
to 25 per cent for individuals and 25 per 
cent (26 per cent where the taxable year 
begins before April 1, 1954) for corpora- 
tions). The added burden to a collapsible 
corporation was inserted in the statute in 
order to plug a loophole for excessive tax 
advantage when this was the prime concern 
in the formation of the corporation. 


Where the shareholder owns 5 per cent 
or less of the stock or where 70 per cent 
or less of the recognized gain is attributable 
to the property in question or the same has 
been held by the corporation for at least 
three years, all references to the collapsible 
corporation, however, may be disregarded." 
It should be borne in mind that ordinary 
tax rates, instead of capital gain rates, 
apply on the sale of real estate and other 
property used in the trade or business if 
held for six months or less, and on the 
sale of stock of a collapsible corporation, 
as in the case of the liquidation of a collap- 
sible corporation,’ and that certain advan- 
tages of a “one calendar month” liquidation, 
discussed further below, and of a liquidation 
under Section 337, also discussed further 
below, are not available in the case of a 
collapsible corporation. 


® Bisner v. Macomber, 1 ustc { 32, 252 U. S. 


189, 40 S. Ct. 189, 64 L. Ed. 521 (1920). 
* Sec. 1231(b). 
5 Sec. 331(a) (1). 


620 


September, 1956 ® 


* Sec. 341(a). 
* Sec. 341(d). 
8 Sec. 341(a)(1) and (2). 
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Since two separate taxes ordinarily result 
where the corporation itself sells the cor- 
porate assets and then dissolves, causing 
a second tax to the shareholders, the chief 
concern of the stockholders is to utilize 
a tax avoidance plan which eliminates one 


of these two taxes. In order to accomplish 
this, all possible avenues in disposing of the 
appreciated assets and corporate shell should 
be thoroughly examined. This would be 
encompassed in the realm of tax “avoid- 
ance” rather than tax “evasion,” the former 
being considered perfectly lawful as opposed 
to the latter, which is a crime.’® 

In order to clarify the extent of tax 
avoidance which is considered proper before 
encroaching on the field of tax evasion, the 
following excerpts from income tax books 


are quoted: 


“This difference was aptly made and 
vividly pictured by a United States Senator, 
who said: ‘A man approaches a river which 
can be crossed by two bridges, one a toll 
bridge and the other a free bridge. If he 
passes on the toll bridge and fails to pay 
the toll, this is tax evasion. If, however, 
he crosses by way of the free bridge, this 
is tax avoidance.’” ” 


“There is a recognized distinction, al- 
though it is not a hard and fast one, be- 
tween tax ‘avoidance’ and tax ‘evasion.’ 
Avoidance (or, as we prefer to think of 
it, ‘alleviation’) is the painstaking choice of 
a method which will result in less tax im- 
pact than a more common and less tax- 
conscious method of dealing; evasion is 
more in the nature of fraud and usually 
involves a taint of falsification—a course 
subject to stigma as contrasted with one 
the result of intelligent study and under- 
standing directed to obtaining an advantage 
by thorough familiarity with the rules of 
the game.” ™ 


Income Tax Laws in General 
(Pertaining to Subject) 


““Congress has the power to lay and col- 
lect taxes on incomes from whatever source 
derived, without apportionment among the 
several states, and without regard to any 
census or enumeration.” “ The most recent 
revision of all the United States statutes 
(with certain omissions, modifications and 
additions to the Internal Revenue Code of 

® Sec. 7201. 

%” Lowe and Wright, Minimizing Tazes on In- 
comes and Estates (1940), p. 14. 

1% Henderson, Introduction to Income Taxation 
(24 Ed., 1949), p. 359. 


22 United States Constitution, Sixteenth Amend- 
ment (ratified February 25, 1913). 


Disposal of Corporate Assets 


1939) went into effect on August 16, 1954, 
with the enactment of Public Law 591, 
known as the Internal Revenue Code of 
1954. Since the enactment of the 1954 Code 
a considerable number of amendments have 
been made in the substantive law. 


By statute, all needful rules and regula- 
tions for the enforcement of the Code may 
be prescribed by the Secretary of the 
Treasury Department or his delegate, usually 
the Commissioner of Internal Revenue.” 
Those administrative rules and regulations, 
gencral and permanent in nature, which are 
effective to all matters to which the Internal 
Revenue Code of 1954 is applicable, are 
being compiled in the Code of Federal 
Regulations, designated “Title 26—Internal 
Revenue, 1954.” Prior rules or regulations 
applicable to the 1939 Code are to be fol- 
lowed until the new regulations are pre- 
scribed.” It is important to note that 
regulations on Subchapter C, Chapter 1 of 
the 1954 Code, which deal with corporate 
distributions and adjustments (the topic 
which is explored in this article), have al- 
ready been finalized.“ These new regula- 
tions were filed with the Federal Register 
on December 2, 1955, and published in the 
Register of December 3, 1955. 


In order to further clarify the income 
tax laws, rules are issued by the Treasury 
Department in various forms, some of the 
more common being Revenue Rulings (Rev. 
Rul.), Published Mimeograph Letters (IR- 
Mim.) and Treasury Decisions (T. D.), the 
additions to the regulations. The final 
stamp of approval with respect to our in- 
come tax laws, as well as their administra- 
tion, emanates from the decisions of our 
courts—from the Tax Court to the Supreme 
Court of the United States. 


The following discussion will make refer- 
ence to the Internal Revenue Code, the 
various rules and regulations prescribed 
thereunder, numerous court decisions, articles 
and other publications on income tax mat- 
ters, and the author’s personal views and 
conclusions with respect to the problem on 
hand—namely, the determination of the 
most expeditious means of disposing of a 
shareholder’s holdings in a _ corporation, 
which have appreciated greatly in value, in 
conformity with the present income tax 
laws. The inadvisability of the indiscriminate 





18 Sec. 7805. 

%* Federal Register, September 28, 1954 (ab- 
breviation to be 26 C. F. R. 1, followed by the 
section of the Code to which it applies). 

% Sec. 7807. 

*«T. D. 6162, I. R. B. 1955-50 (December 12, 
1955). 
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use of Section 337 will also be shown as 
one of the prime objects of this study. 


SALE OF CORPORATE STOCK 
Sale of Stock to Avoid Double Tax 


When capital stock, which represents the 
shareholders’ interest in the corporate prop- 
erty, is sold, no tax is attributed to the cor- 
poration since it is not a party to the 
transaction.” Only one tax results to the 
shareholders, ordinarily at the capital gain 
rate, unless (1) the corporate entity is a 
collapsible corporation or (2) the share- 
holders are dealers in securities and the 
stock is being held for sale to customers. 
If either of these two situations exists, the 
gain is treated as ordinary income and 
taxed accordingly. 


If the appreciated property is sold directly 
by the corporation and the proceeds of the 
sale are distributed as a liquidating divi- 
dend, as explained previously, ordinarily 
two separate taxes would result." One tax 
applies to the corporation for the gain on 
the sale and another to the stockholders for 
their gain on the capital stock which is 
surrendered. In the event that the share- 
holder is a corporation and the “tax free” 
conditions of Section 332(b) of the 1954 
Code, as explained below, are applicable, 
the second tax is postponed until the 
amount received in liquidation from the 
previously dissolved corporation is distributed 
to the shareholders of the remaining cor- 
poration. This subsequent distribution is 
then taxed as ordinary income if in the 
form of an ordinary dividend or as capital 
gain if in the form of a liquidating dividend. 
A similar situation exists with respect to 
the tax-free portion of a “one calendar 
month” liquidation under Section 333, as 
explained below. 


The stock sale avoids the first tax to the 
corporation entirely. In addition, instead 
of paying the required tax for the taxable 
year during which the stock sale occurs, 
the shareholders may use the installment 
method of reporting the gain where the 
requirements of the Internal Revenue Code 
are met.” 


" Bera Gould et al., CCH Dec. 6566, 21 BTA 
824 (1930): Hollenberg Music Company, CCH 
Dec. 2231, 6 BTA 421 (1927); W. P. Fox & Sons, 
Inc., CCH Dec. 4808, 15 BTA 115 (1929). 

SBE. C. Huffman, CCH Dec. 30, 1 BTA 52 
(1924): John K. Greenwood, CCH Dec. 117, 1 
BTA 291 (1925); Mary E. Kavanaugh, CCH Dec. 
2192. 6 BTA 298 (1927). 

19 Sec. 453(b). 
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A sale of realty or a casual sale of per- 
sonalty may be reported on the installment 
basis if there are no payments received 
during the first taxable year of the sale 
or if the payments do not exceed 30 per 
cent of the selling price. In the case of 
personalty, however, it must be “other than 
property of a kind which would properly 
be included in the inventory of the tax- 
payer if on hand at the close of the taxable 
year,” and sold for a price exceeding $1,000, 
where the taxpayer is not a person who 
regularly sells personal property on the in- 
stallment plan.” The advantage of report- 
ing by the installment method is quite 
obvious when the property sold is being 
paid for over a period of years. Where this 
method of reporting gain is not possible, 
it may be necessary to pay a tax greater 
than the amount of the collections received 
on account of the selling price during the 
taxable year. 

Upon originally considering the contem- 
plated transaction, the prospective buyer 
usually frowns upon the stock purchase 
method of acquiring assets. Where the 
main object is to obtain real property or 
inventory and there is no question of good 
will or of a net operating loss carry-forward, 
the buyer has no apparent use for the cor- 
porate shell since the basis of the corporate 
assets would remain unchanged. The buyer 
has no direct concern in the seller’s desire 
for tax minimization and does not wish to 
assume any possible undisclosed liabilities 
as a transferee were he to dissolve the cor- 
poration after acquiring the stock. There- 
fore, the buyer may stubbornly insist upon 
a direct purchase of the property from 
either the corporation or its shareholders 
after they dissolve the corporation and 
acquire the assets personally. The buyer 
is interested in this approach mainly be- 
cause he thus obtains a clear-cut stepped- 
up basis for the property measured by the 
purchase price,” without any fear of future 
tax or other litigation with respect to the 
corporation. 


It is obvious that it becomes the burden 
of the prospective seller to convince the 
buyer to proceed with the stock purchase 
plan. This is especially important where 


2 Sec. 453(b). For taxable years beginning 
before January 1, 1954, the installment method 
can be used only if a payment is made in the 
taxable year of the sale. 

21 Sec. 1012. A stepped-up, or increased, basis 
is desirable so that a greater amount of depre-i- 
ation is available in the case of depreciable prop- 
erty, and a greater deduction for the cost of 
sale is available where the property is included 
in inventory for sale to customers. 
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the purchase price is not paid for entirely 
in cash, but where promissory notes and a 
purchase money mortgage are also em- 
ployed in the terms of payment. Where 
the sale is made directly by the corporation, 
the installment method is also possible— 
but only where the corporation is continued 
until the final payment is received. The 
second tax to the shareholders results when 
the proceeds of the notes and mortgage are 
distributed as liquidating dividends. Where 
the corporation is dissolved prior to the 
time that the final payment has been received, 
except in the case of a “tax free” parent- 
subsidiary corporation liquidation under Sec- 
tion 332, the unpaid balance is accelerated, 
considered to be constructively received, 
and the corporation must pay the balance 
of the tax previously deferred on the un- 
collected gain.” The corresponding bal- 
ance of the second tax must then be paid 
by the shareholders, based on the fair 
market value of the unpaid notes and mort- 
gage which they receive in the form of 
liquidating dividenas. 

the purchaser who is not ready, willing 
and able to pay cash on closing the trans- 
action must be convinced thai the sale may 
proceed by means of a transfer of the capital 
stock of the corporation with no financial 
detriment to him. In fact, where the sale 
is to be made on terms other than for cash, 
the fact that the seller may not be capable 
of proceeding with the contemplated trans- 
action should be stressed. 


Any fears that the purchaser may have 
with regard to the possibility of becoming 
liable for undisclosed liabilities of the cor- 
poration should be allayed. This may be 
accomplished by means of personal guar- 
anties by the former shareholders, by the 
setting aside of sufficient funds in escrow 
and by agreements to apply several of the 
final unpaid -installments against this con- 
tingency should the need arise. A reason- 
able period of time (in the neighborhood 
of four to five years) should be ‘establislied 
for this purpose, with due regard to the 
existing statute of limitations for the assess- 
ment of additional tax deficiencies.“ The 
seller, who would be liable for such con- 
tingencies as a transferee of the corporate 





2 Sec. 453(d). Even though the final install- 
ment payments have not as yet been received, 
the favored tax treatment is discontinued and 
the unpaid installments are considered to have 
been paid in full—except in the case of a ‘‘tax 
free’’ liquidation by a parent corporation of its 
subsidiary under Sec. 332. 

%8 Sec. 6901 (statute of limitations for addi- 
tional tax assessments—three years after filing 
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assets were he to dissolve the corporation,” 
in lieu of selling the stock, should not hesi- 
tate to enter into such an agreement, espe- 
cially when he has knowledge that no 
undisclosed liabilities exist. One method 
of reducing the period of the statute of 
limitations with regard to liabilities for 
additional tax assessments is to request the 
district director of internal revenue for a 
quick determination, which reduces the 
limitation period for collection of this tax 
to 18 months from the date of the written 
request.” 

Having eliminated the likelihood of finan- 
cial risk due to the possibility of contingent 
liabilities, the seller should point out to the 
purchaser that the stepped-up basis of the 
desired property is immediately available 
upon dissolution of the corporation. This 
is true even in the case of the parent cor- 
porate shareholder if the tax-free condi- 
tions of the 1954 Code, as further explained 
below, are avoided. The seller should also 
point out that no additional tax results to 
the corporation being dissolved or to the 
purchaser individually. 


Noncorporate Purchaser 


In the case of the noncorporate purchaser 
the problem is simple. The value of the 
property received in liquidation, measured 
by the cost of the stock, which is a fair 
indication of its fair market value, is treated 
as the selling price in full payment in ex- 
change for the stock recently purchased.” 
Even though a short-term sale would result 
were the corporation to be acquired and 
dissolved within a period of six months, 
no gain or loss would be involved since the 
purchase and sales price would be measured 
by the same yardstick—namely, the cost of 
the stock. At the same time, the property 
would be removed from the corporate shell 
for full advantage of depreciation (if it is 
a depreciable fixed asset) or for the inclu- 
sion in cost of sales (if it consists of in- 
ventory items). 

Many cases on the subject have been 
litigated in the courts. The decisions sus- 
tain the noncorporate purchaser’s position 
with regard to the liquidation of the cor- 
poration with no resulting gain or loss to 





tional for shareholders as transferees of the 
dissolved corporation). 

* Buzard v. Helvering, 35-1 ustc { 9288, 77 F. 
(2d) 391 (CA of DC): Phillips-Jones Corporation 
v. Parmley, 37-2 ustc { 9573, 302 U. S. 233, 58 
S. Ct. 197, 82 L. Ed. 221. 

*% Sec. 6501(d). 

6 Sec. 331(a)(1). 
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the shareholders. A distribution in liquida- 
tion was not a taxable transaction to stock- 
holders who purchased stock to obtain 
corporate assets, the stock purchase and 
liquidation being considered to be parts of 
a single transaction, even though the liqui- 
dation was delayed six months.” Where 
an individual owned 30 per cent of the 
outstanding capital stock of a corporation 
and acquired the remaining 70 per cent and 
then liquidated the corporation, the Tax 
Court held that no taxable transaction 
occurred with respect to the newly acquired 
70 per cent.” The court reasoned that the 
individual had neither more nor less than 
what he paid for with respect to the newly 
purchased stock. An individual who first 
purchased the stock of a corporation and 
then caused the corporation to be dissolved 
obtained his cost for the stock as the basis 
of the property subsequently transferred to 
a new enterprise.” In a more recent case, 
a stockholder advanced funds to a corpora- 
tion which he controlled and which was 
insolvent at the time. Since he recovered 
upon dissolution, shortly thereafter, an amount 
less than the sum recently advanced, the 
Tax Court disallowed the excess as a loss. 
Leaning on the theory of a thinly capital- 
ized corporation, the court held that the 
excess was additional risk capital paid for 
the assets received in liquidation as well 
as for the right to operate the business as 
a sole proprietorship after dissolution.” 


Corporate Purchaser 


The corporate purchaser may obtain the 
stepped-up basis for the property received 
in the dissolution of the corporation, meas- 
ured by its cost for the stock, by comply- 
ing with Section 334(b)(2) of the 1954 
Code. Now, as a matter of law, the pur- 
chaser may circumvent the “tax free” type 
of liquidation," which, if not avoided, would 
limit the new basis of the property acquired 
to that of the old basis in the hands of 
the transferor-corporation.” Prior to the 
enactment of the 1954 Code, no section 
similar to Section 334(b)(2) existed in the 


= H, B. Snively, CCH Dec. 19,458, 19 TC 850 
(1953). 

% Ruth M. Cullen, CCH Dec. 17,513, 14 TC 368 
(1950). 

* Austin Transit, 
TC 849 (1953). 

* Phil Kalech, CCH Dec. 20,818, 23 TC 672 


Inc., CCH Dee. 19,819, 20 


® Sec. 334(b)(1). 
#3 38-2 ustc { 9580, 99 F. (2d) 588 (CCA), 
cert. den., 306 U. S. 661, 59 S. Ct. 790, 83 L. Ed. 


1057 (1939). 
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statutes. It was only after a long series 
of litigations that a purchasing corporation 
was upheld in avoiding the tax-free reorgan- 
ization and the resulting adjusted basis of 
the former corporation upon liquidation. 
One of the early cases on the subject 
(which arose before Section 112(b)(6) of 
the 1939 Code, the comparable part of Sec- 
tion 332 of the 1954 Code, had been incor- 
porated into the statute) was Commissioner 
v. Ashland Oil & Refining Company.” Citing 
an earlier case which referred to the con- 
tinuity of interest in a corporate reorgani- 
zation,” the Sixth Circuit reversed the Board 
of Tax Appeals and held for the taxpayer. 
The court ruled that (1) the liquidation 
step should be ignored, (2) the taxpayer 
corporation realized no profit upon a mere 
purchase and (3) the purchaser’s basis for 
the assets (in this case even where the 
assets had greatly increased in value be- 
tween the time when the price was fixed 
and the time when the liquidation was 
consummated) should properly be deter- 
mined by reference to the price that had 
been paid for the stock. The minority 
opinion, on the other hand, referred to 
an earlier decision which held that the pur- 
chaser should assume the consequences of 
his acts.“ Subsequently, another case with 
a similar problem was decided in the same 
manner by applying the principles of the 
Ashland Oil case. The Tax Court held that 
the acquiring corporation was entitled to 
take as its basis the price paid for the stock 
by its affiliated corporation.” The statutory 
provisions which were ignored in this case 
were not those relating to liquidating divi- 
dends, but the provisions corresponding to 
what is. now Section 362(b) of the 1954 
Code, relating to the basis of property 
acquired by a parent corporation from a 
subsidiary in a plan of reorganization.” 


The first case that seems to involve the 
section of the 1939 Code comparable to Sec- 
tion 334(b) of the 1954 Code was Kimbell- 
Diamond Milling Company v. Commissioner.” 
This case was won by the government, the 
loser in the two previous cases, by contend- 


% Pinellas Ice & Cold Storage Company v. 
Commissioner, 1932 CCH { 9202, 57 F. (2d) 188 
(CCA-5), aff'd, 3 usre § 1023, 287 U. S. 462, 53 
S. Ct. 257, 77 L. Ed. 428 (1933). 

*® Burnet v. Riggs National Bank, 1932 CCH 
{ 9223, 57 F. (2d) 980 (CCA-4). 

%* Koppers Coal Company, CCH Dec. 15,179, 
6 TC 1209 (1946). 

** Sec. 113(a)(7), 1939 Code. 

*% Kimbell-Diamond Milling Company, CCH 
Dec. 17,454, 14 TC 74 (1950), aff'd, 51-1 usre 
7 9201, 187 F. (2d) 718 (CA-5), cert. den., 342 
U. S. 827, 72 S. Ct. 50, 96 L. Ed. 626 (1951). 
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ing for the application of those cases. In 
this leading case from which the Kimbell- 
Diamond doctrine arose, the taxpayer, having 
paid less for the stock than the corpora- 
tion’s adjusted basis of the assets liquidated, 
argued for the basis of the liquidated cor- 
poration, but the government successfully 
defended its position that the transaction 
should be treated as a purchase of assets. 


In arriving at its decision, the court 
referred to the well-settled theory that “the 
incidence of taxation depends upon the sub- 
stance of a transaction.” Without regard 
to whether the result is imposition of or 
relief from taxation, the courts have recog- 
nized that when the essential nature of a 
transaction is the acquisition of property, 
it will be viewed as a whole; and closely 
related steps will not be separated at the 
instance of either the taxpayer or the tax- 
ing authority.” 

The Kimbell-Diamond doctrine was later 
applied in the case of a corporation which 
used a fund to replace assets lost in a fire 
for property similar in nature." In two 
other cases where the purchase of stock 
was not intended to cover the purchase of 
assets—but only to effect the cancellation 
of claims for damages and for breach of 
contract—it was held that, in determining 
the tax consequence to the taxpayers, the 
payment must be considered in accord with 
the purpose for which the taxpayers paid 
it." Where the stockholders refused to 
allow their corporation to sell its assets 
and the only way the prospective purchaser 
could obtain the property was to acquire 
the stock and then liquidate the corporation, 


the cost of the stock was applied to the . 


property thus acquired in dissolution.” In 
this case the court referred to the reasoning 
of Kimbell-Diamond as well as to two other 
more recent cases holding similarly.“ 


In one recent case the government was 
unsuccessful in applying the Kimbell-Diamond 
doctrine. The main reason for this deci- 


* Commissioner v. Court Holding Company, 
45-1 ustc 7 9215, 324 U. S. 331, 65 S. Ct. 707, 89 
L. Ed. 981, rev’g 44-2 ustc { 9404, 143 F. (2d) 
823 (CCA-5), but aff’'g CCH Dec. 13,412, 2 TC 
531 (1943). 

” Prairie Oil & Gas Company v. Motter, 3 
uste § 1142, 66 F. (2d) 309 (CCA-10, 1933); Tulsa 
Tribune Company v. Commissioner, 5 ustc { 1535, 
58 F. (2d) 937 (CCA-10, 1932): Ahles Realty Cor- 
portation v. Commissioner, 1934 CCH { 9326, 71 
F. (2d) 150 (CCA-2); Helvering v. Security Sav- 
ings &@ Commercial Bank, 4 ustc 1 1343, 72 F. 
(2d) 874 (CCA-4, 1934). 

"| Massillon-Cleveland-Akron Sign Company, 
CCH Dec. 17,783, 15 TC 79 (1950). 
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sion was that the Tax Court could not find 
that at the time the purchaser corporation 
became committed to purchase the stock, 
the main purpose was to acquire the under- 
lying assets.“ Because this test is one to 
determine the purchaser’s state of mind, it 
would cause havoc and produce an un- 
favorable result. 


The slight doubt that still remained by 
application of the Kimbell-Diamond doc- 
trine where facts pertaining to intent are 
not clearly established for the record in the 
stock purchase method for the acquisition 
of corporate property was eliminated, as a 
matter of law, by the enactment of Section 
334(b)(2) of the 1954 Code. The Kimbell- 
Diamond doctrine was thus codified. By 
observing strict compliance with the statute, 
the desired result is positively obtained and 
there should remain no further doubt with 
regard to the resulting tax effect to the pur- 
chaser corporation.” 


Added Safeguard 
to Stock Sale Transaction 


As an added safeguard, the purchaser 
and seller (whether corporate or noncor- 
porate entities) should “take no action 
which would imply that anything is in fact 
involved other than a sale of stock by the 
stockholders.” Where this precaution is 
not heeded, other difficulties might arise. 
These further difficulties, wherein the sale 
of the property may first be imputed to 
the corporation itself with the result of 
double taxation, are discussed later in this 
article, together with precautions as to the 
method of avoiding this hazard. 


COMPLETE LIQUIDATION 
UNDER SECTION 331 (PRIOR TO SALE) 
Tax Effect 


In general, it is provided by statute that 
property distributed in complete liqui- 
dation by a corporation shall be treated 





“@ Armored Tank Corporation, CCH Dec. 16,633, 
11 TC 644 (1948); Pressed Steel Car Company, 
Inc., CCH Dec. 19,616, 20 TC 198 (1953). 

“ Texas Bank and Trust Company of Dallas, 
CCH Dec. 19,694(M), 12 TCM 588 (1953). 

“ Western Wine & Liquor Company, CCH 
Dec. 19,207, 18 TC 1090 (1952): Charles A. Clark, 
CCH Dee. 19,247, 19 TC 48 (1952). 

* Distributors Finance Corporation, CCH Dec. 
19,798, 20 TC 768 (1953). 

“ Marrs, ‘“‘Revision of the Internal Revenue 
Code: Part 2," 31 TAxss 867 (November, 1953), 
at p. 877. 

“ Atlas, ‘‘Buying Stock to Get Assets, or 
Caveat Emptor and Venditor,’’ Proceedings of 
New York University Twelfth Annual Institute 
on Federal Taxation (1954), pp. 1029, 1045. 
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as in full payment in exchange for the 
capital stock.“ The statute also provides 
that the amount realized from the sur- 
render of the stock shall be the sum of 
any money plus the fair market value of 
the property, other than money received.” 
The gain realized consists of the excess of 
the amount realized over the adjusted basis 
(usually the cost) of the stock.” Since 
shares of stock, except when held by a 
dealer in securities as inventory for sale 
to customers, are defined as capital assets 
by statute, ordinarily all rules pertaining 
to the sale of capital assets apply to the 
disposition of the stock, and capital gain 
rules and rates are used to determine the 
tax due the government by the former 
shareholders.” 

One exception to the above, however, 
is in the case of the liquidation of a col- 
lapsible corporation, where the proceeds 
are considered to be ordinary income and 
are taxed accordingly.” It should be noted 
that this is the same treatment given to 
the sale of stock in a collapsible corpo- 
ration, as was previously explained under 
“Sale of Corporate Stock.” 

It is important to note that the install- 
ment method of reporting gain is not pos- 
sible in the case of a dissolution as it is 
in the case of a sale of stock when the 
installment conditions are present. The 
reason for this is that a dissolution is not 
“the case of property sold under contract 
providing for payment in installments,” 
one of the prerequisites for permitting “the 
taxation of that portion of any installment 
payment representing gain or profit in the 
year in which such payment is received.” ™ 
Therefore, even where installment receiv- 
ables of the corporation are transferred 
to the shareholders upon liquidation, the 
fair market value of these receivables is 
added to the money and fair market value 
of the other property received, and the tax 
on the gain is due forthwith. This is in 
addition to the tax on the gain which was 
previously deferred to the corporation, but 
accelerated, and taxed to the corporation 
prior to the dissolution, as was also ex- 
plained previously. 


Exceptions to Taxable Liquidation 


There are other exceptions, in addition to 
that of the collapsible corporation, to the 


* Sec. 331(a)(1). 

Sec. 1001(b). 

® Sec. 1001(a). (Secs. 1011-1022 deal with 
various circumstances where the basis of prop- 
erty is adjusted in determining the recognition 
of gain or loss for tax purposes.) 
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general rule which considers the complete 
liquidation of the corporation as the sale 
of the capital stock, which results in recog- 
nized gain to the shareholders. No gain 
(or loss) is recognized where the share- 
holder is a corporation which on the date 
of the adoption of the plan of liquidation, 
and up to the date of the receipt of the 
property, possesses at least 80 per cent of 
the total combined voting power of all 
classes of stock entitled to vote and pos- 
sesses at least 80 per cent of all other 
classes of stock (except nonvoting stock 
which is limited and preferred as to divi- 
dends).* This is commonly referred to as 
the “tax free” liquidation by a parent corpo- 
ration of its controlled subsidiary. Under 
Section 367 of the 1954 Code, however, the 
“tax free” provisions of Section 332 are not 
applicable to a foreign corporation unless, 
before such exchange, it has been estab- 
lished to the satisfaction of the Commis- 
sioner that such exchange is not in pursuance 
of a plan having as a principal purpose the 
avoidance of federal income taxes. 


Another exception, where gain is recog- 
nized only to a limited degree, is the type 
which is commonly known as the “one 
calendar month” liquidation, as discussed 
more fully under “Complete Liquidation 
Within One Calendar Month Under Section 
333,” beginning at page 632. This type of 
liquidation only affects certain qualified 
electing shareholders of noncollapsible do- 
mestic corporations who comply with the 
statutory requirements.” These qualifying 
shareholders consist of all noncorporate 
stockholders and corporate shareholders 


which possess less than 50 per cent of the 
total combined voting power of all classes 
of stock entitled to vote on the adoption 
of the plan of liquidation at any time be- 
tween January 1, 1954, and the date of the 
adoption of the plan, both dates inclusive.” 
As a result of the “tax free” exception, 
certain corporations are always precluded 
from reporting a gain on stock held in 
subsidiary corporations; and as a result 
of the “one calendar month” exception, 
certain corporate and all noncorporate 
shareholders of noncollapsible domestic cor- 
porations may, by election, limit the extent 
of the recognition of their gain on the 
surrender of their capital stock to the 
liquidating corporation. 


51 26 C. F. R. 1.331-1(b). 
® Sec, 341(a)(2). 

53 Sec. 1001(d). 

% Sec, 332(b). 

® Sec. 333. 

% Sec. 333(c). 
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In the case of the “tax free” liquidation 
by the parent corporation of its subsidiary, 
the basis of the property received in liqui- 
dation by the parent remains the same 
as it was in the hands of the subsidiary. 
There is a further exception to this, in that 
although the tax-free status still applies 
with respect to the liquidation, the basis 
of the capital stock surrendered becomes 
the adjusted basis of the property received 
in liquidation, where the parent corporation 
acquired its stock by purchase during a 
period of not more than 12 months not 
more than two years before the date of the 
adoption of the plan of liquidation, the 
latter being on or after June 22, 1954." 
The latter exception, known as the Kimbell- 
Diamond situation, was discussed fully under 
the heading “Sale of Corporate Stock” with 
regard to the position of the corporate 
purchaser of the capital stock when the 
contemplated disposition of the appreciated 
corporate assets is accomplished by means 
of the sale of the corporate stock, and 
where Section 334(b)(2) applies. 


Where the “one calendar month” liqui- 
dation takes place, the basis of the property 
received is arrived at by starting with the 
basis of the stock surrendered, subtracting 
the amount of any money received, and 
adding the amount of any gain recognized 
as a result of this tax treatment.® Full de- 
tails with respect to this type of liquidation 
are discussed in the section beginning at 


page 632. 


Tax Results of Above Forms 


No matter which of the above-mentioned 
forms of liquidation takes place, the total 
amount of gain resulting from the entire 
transaction is approximately the same. 
However, at times ordinary tax rates apply 
rather than the preferred capital gain rates 
and treatment. In the ordinary type of 
complete liquidation under Section 331, 
the gain results immediately and at capital 
gain rates where the stock was held more 
than six months. Only little, if any, further 
gain or loss results upon the subsequent 
disposition of the property received from 
the corporation. 


In the “tax free” liquidation of the sub- 
sidiary corporation by the parent, gain or 
loss does not result immediately upon dis- 
solution, but only at the time of the subse- 
quent sale; also at capital gain rates where 


% Sec, 334(b) (2). 


Sec. 334(c). 
5 Sec. 333(e) and (f). 
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the holding period, based on that of the 
subsidiary is more than six months, since 
the basis of the property in the hands 
of the transferor becomes the basis of the 
property in the hands of the transferee. 
Any deficit existing in the dissolved corpo- 
ration at the time of the dissolution would 
tend to increase the taxable gain and any 
surplus decrease the taxable gain by like 
amounts, and these differences would ulti- 
mately be reflected in the final liquidation 
of the transferee corporation. 

In the “one calendar month” liquidation 
the taxable gain results partly at the time 
of the liquidation, to the extent recognized, 
and the remainder at the time of the 
subsequent sale. Provided the holding period 
of the stock is more than six months, the 
total recognized gains are taxable at capital 
gain rates, except in the case of the non- 
corporate shareholder, where ordinary in- 
come rates apply in the first instance to 
the extent of any existing accumulated 
earnings in the liquidating corporation.” 


In the ordinary type of complete liqui- 
dation under Section 331, as well as in the 
“one calendar month” liquidation under 
Section 333, it is necessary to determine the 
fair market value of the property received 
by the shareholders in order to determine 
the gain, or the extent of the recognized 
gain, to the shareholders on the surrender 
of their capital stock. This is a relatively 
simple matter, since it has been repeatedly 
held by the courts that when property 
that was received in liquidation was subse- 
quently sold, the basis for determining gain 
or loss on the disposition of the property 
was the fair market value at the time of the 
liquidation.” Where a sale of the property 
was made immediately after its receipt as 
a liquidating dividend, it was held that 
the amount for which the property was sold 
was the best evidence of its fair market 
value." Thus, the prospective sale, if at 
arm’s length and bona fide, provides the 
measuring stick for the reportable gain. 


Advantages and Disadvantages 


The complete liquidation under Section 
331 prior to the sale of the corporate 
assets is advisable, since by this means 
the double tax is avoided as the corpo- 
ration is subjected to no tax on account 
of the transaction. Where the sale of the 
corporate stock is not possible, due to the 


A. R. R. 403, 4 CB 32; George Theis, Jr., 
CCH Dec. 1315, 3 BTA 1030 (1926): Paul A. 
Staley, CCH Dec. 4905, 15 BTA 625 (1929). 

*« G. C. M. 714, V-2 CB 72. 
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refusal of the prospective purchaser to take 
possession of the capital stock in order to 
acquire the corporate assets, a corporate 
liquidation prior to the sale becomes the 
only alternative in avoiding a double tax. 
One exception is the case of a complete 
liquidation under Section 337, whereby the 
property may be sold by the corporation 
prior to the liquidation and still avoid the 
double tax. This exception—the most re- 
cent method—is explained fully in the dis- 
cussion beginning at page 636. 


The main disadvantage of the complete 
liquidation under Section 331 is that the 
installment method of reporting the tax- 
able gain is not possible, even where the 
terms of the subsequent sale conform to 
the statutory requirements for the report- 
ing by the installment method. The reason 
for this, as previously explained, is that 
a liquidation is not “the case of property 
sold under contract providing for payment 
in installments,” a statutory prerequisite. 
Thus, the immediate tax due because of 
the gain on the dissolution of the corpo- 
ration may be considerably greater than 
the amount of cash available during the 
taxable year from the sale of the property, 
and an economic hardship might ensue if 
no other cash is available for the payment 
of the tax. This disadvantage may be dis- 
regarded, however, where the terms for 
the sale of the property are for immediate 
payment in cash. 


One further disadvantage of the complete 
liquidation under Section 33l—as is also 
true in the “tax free” liquidation under 
Section 332, in the “one calendar month” 
liquidation under Section 333 and in the sale 
of stock method—is that the avoidance of 
the double tax, although apparently proper 
on the surface, has not always been at- 
tained. Unfortunately for the taxpayer, 
where the assets were sold by the trans- 
feree shortly after receiving them in liqui- 
dation (also possible where the corporation 
is liquidated shortly after the stock is 
acquired by the purchaser in the stock 
sale method, under similar circumstances), 
the government has taken the position that 
the sale of the corporate property was 
actually consummated by the corporation 
prior to the time of the liquidation (also 
possible as to the sale of the stock), and 

* Court Holding Company v. Commissioner, 
cited at footnote 39. 

® Forest Glen Creamery Company v. Com- 
missioner, 41-2 ustc { 9738, 123 F. (2d) 522 
(CCA-7); Embry Realty Company v, Glenn, 41-1 
ustc § 9146, 116 F. (2d) 682 (CCA); Meurer 
Steel Barrel Company, Inc. v. Commissioner, 
44-2 ustc { 9423, 144 F. (2d) 282 (CCA-3), aff'g 
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that the gain on the ultimate sale was 
first taxable to the corporation.” 


Then, a second tax was considered to 
be due the government by the shareholders 
on the gain of their capital stock which 
was surrendered in liquidation (or sold). 
This particular problem is discussed further 
in the section on “Hazards of Complete 
Liquidation.” Because of the rebuttable 
presumption that exists, even though not 
by statute but by the Internal Revenue 
Commissioner’s approach, when the sale 
of the distributed property or the liqui- 
dation of the corporation occurs soon after 
the liquidation or sale of stock, as the 
case may be, only in the event that there 
is unimpeachable evidence from disinterested 
parties and sources that the corporation 
was in no manner a party to the actual 
sale, should the complete liquidation under 


Section 331 be utilized. 


HAZARDS OF COMPLETE LIQUIDATION 
(PRIOR TO THE SALE) 


Overhanging Hazards 

A corporate dissolution prior to the sale 
of its assets, as discussed on the preceding 
pages, ordinarily eliminates the likelihood 
of a tax to the corporation on the gain on 
the sale of the appreciated property. How- 
ever, difficulties may arise where negotia- 
tions for the sale of the property are entered 
into in behalf of the corporation prior to 
the liquidation, even though the sale is 
consummated subsequent to the dissolution 
of the corporate entity. In this type of 
situation the government has successfully 
attributed the gain on the sale to the cor- 
poration in many instances,” and additional 
tax assessments caused thereby have been 
sustained by the Supreme Court.” 


Substance v. Form 

The basis upon which the government 
has been able to tax the corporation on the 
sale, even though consummated after liquida- 
tion, is by the application of the rule known 
as “substance v. form.” The rule that tax 
liability is controlled by the substance of a 
transaction rather than by its form is one 
of very wide application in the field of taxa- 
tion, and it is put to very advantageous use 
CCH Dec. 13,039(M), 1 TCM 721; Hellebush v. 
Commissioner, 3 vustc § 1136, 65 F. (2d) 902 
(CCA-6, 1933), aff’'g CCH Dec. 7256, 24 BTA 
660 (1931); Taylor Oil &€ Gas Company v. Com- 
missioner, 2 ustc { 680, 47 F. (2d) 108 (CCA-5, 
1931), cert. den., 283 U. S. 862. 

* Commissioner v, Court Holding Company, 
cited at footnote 39. 
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by the government. In addition to affecting 
the amount of taxable income from practi- 
cally any type of transaction, the rule is 
frequently applied to settle questions re- 
lating to the taxable party. 

According to the dictionary, form is a 
pattern or scheme; the aspect under which 
a thing appears as distinguished from sub- 
stance; that which underlies all outward 
manifestations—the reality itself. The rule 
was aptly described by the Supreme Court 
in asserting that “Questions of taxation 
must be determined by viewing what was 
actually done, rather than the declared 
purpose of the participants, and when ap- 
plying the provisions of the Sixteenth 
Amendment and income tax laws enacted 
thereunder, we must regard matters of sub- 
stance and not mere form.” Thus, the 


curtain, presented by the taxpayer, is lifted 
in order to make a proper determination of 
the taxable event. 


The courts have held repeatedly that the 
legal right of a taxpayer to decrease the 
amount of what would otherwise be his 
proper taxes, or altogether avoid them, by 
means which the law permits cannot be 
doubted.* Judge Learned Hand, in a lead- 
ing case which relied on the rule of “sub- 
stance v. form,” stated that “Any one may 


so arrange his affairs that his taxes shall 
be as low as possible; he is not bound to 


choose that pattern which will best pay the 
Treasury; there is not even a patriotic duty 
to increase one’s taxes.” “ 

Tax avoidance, as expressed above, is 
directly opposed to tax evasion, which is 
fraud and may be prosecuted as such.* The 
prevailing judicial concept of an unsuccess- 
ful avoidance is generally that of an honest 
but futile attempt.” Where a corporation 
planned and carried out a transaction for 
the purpose of avoiding a tax liability 
(otherwise resulting to itself upon the dis- 
position of certain of its assets) but was 
not successful in avoiding the tax, the court 
stated “that in the absence of fraud and if 
effected by legal means the transaction is 


not prohibited.” The question of fraud 
was thus decided in favor of the taxpayer. 


® Weiss v. Stearn, 1 ustc { 94, 265 U. S. 242, 
44 S. Ct. 490, 68 L. Ed. 1001 (1924). 

“U. 8. v. Isham, 84 U. S. (17 Wall.) 496, 21 
L. Ed. 728 (1873); Superior Oil Company v. 
Mississippi, 280 U. S. 390, 50 S. Ct. 169, 74 L. 
Ed. 504 (1930); Jones v. Helvering, 1934 CCH 
1 9256, 71 F. (2d) 214 (CA of D. C.). 

* Helvering v. Gregory, 1934 CCH { 9180, 69 
F. (2d) 809, aff'd, 351 ustc { 9043, 293 U. S. 
465, 55 S. Ct, 266, 79 L. Ed. 596. 

® Case cited at footnote 67. 

® Balter, Fraud Under Federal Tax Law (2d 
Ed., 1953), p. 42. 
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Only honest attempts at tax avoidance are 
the concern of the author in this article and, 
therefore, all further references are made 
only to such attempts at tax minimization. 


When the problem of “substance v. form” 
arises, the transaction is usually one for tax 
avoidance. In attacking the problem it has 
been held that “A given result at the end 
of a straight path is not made a different 
result because reached by following a 
devious path.”" Taxes cannot “be es- 
caped by anticipatory arrangements and 
contracts however skilfully devised 
by which the fruits are attributed to a 
different tree from that on which they 
grew.”™ It has been stated that the true 
substance of a transaction must be un- 
covered to arrive at the correct result, for 
“If one or the other factor in any calcula- 
tion is unreal, it distorts the liability of the 
particular taxpayer to the detriment or 


advantage of the entire taxpaying group.” ™ 


The following excerpt from a case which 
applied the “substance v. form” rule con- 
tains an excellent guide to the rule’s appli- 
cation: “The question always is whether 
the transaction under scrutiny is in fact 
what it appears to be in form; a marriage 
may be a joke; a contract may be intended 
only to deceive others; an agreement may 
have a collateral defeasance. In such cases 
the transaction as a whole is different from 
its appearance. True, it is always the intent 
that controls; and we need not for this 
occasion press the difference between in- 
tent and purpose. We may assume that 
purpose may be the touchstone, but the 
purpose which counts is one which defeats 
or contradicts the apparent transaction, not 


the purpose to escape taxation which the 
apparent, but not the whole, transaction 
would realize.” ™ 


Government Victorious 


It was not until 1945—in the leading case, 
Commissioner v. Court Holding Company— 
that the Supreme Court was called upon 


to rule on the application of the rule of 
“substance v. form” in attributing and tax- 


% Nace Realty Company, CCH Dec. 8122, 28 
BTA 467 (1933). 

™ Minnesota Tea Company v. Helvering, 38-1 
ustc { 9050, 302 U. S. 609, 58 S. Ct. 393, 82 
L. Ed. 474. 

= Lucas v. Earl, 2 ustc { 496, 281 U. S. 111, 50 
S. Ct. 241, 74 L. Ed. 731 (1930). 

% Higgins v. Smith, 40-1 ustc { 9160, 308 U. S. 
473, 60 S. Ct. 355, 84 L. Ed. 406. 

™ Chisholm v. Commissioner, 35-2 ustc 4 9493, 
79 F. (2d) 14 (CCA-2), cert. den., 296 U. S. 641, 
56 S. Ct. 174, 80 L. Ed. 456 (1935). 
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ing to the dissolved corporation, the gain 
on the sale of liquidated assets by the for- 
mer stockholders of the corporation.” Al- 
though not of an ‘unprecedented nature, 
this was the first instance wherein the 
Supreme Court ruled on the subject mat- 
ter.” This case served as an impetus to 
the government in asserting tax deficiencies 
in similar pattern situations, and the lower 
courts sustained the government accord- 
ingly.” 

In Commissioner v. Court Holding Com- 
pany all of the outstanding stock of the 
corporation was owned by a husband and 
wife, and the sole asset of the corporation 
consisted of an apartment house. The 
corporation had negotiated for the sale of 
the building to the lessee, and an oral 
agreement was reached as to the terms and 
conditions of the contemplated sale. Be- 
fore the agreement was reduced to writing, 
the purchaser was advised by the corpora- 
tion’s attorney that the sale would not be 
consummated because it would result in 
a large income tax liability to the corpo- 
ration. The corporation thus called off the 
deal without any contractual liability since 
the original agreement was oral and there- 
fore unenforceable. The following day, the 
corporation effected a complete liquidation 
and the building was deeded to the stock- 
holders. The holders of the title to the 
property thereupon entered into a written 
contract for its sale to the lessee’s sister 
with substantially the same terms and con- 
ditions previously agreed upon with the 
lessee. A deposit which 1% months earlier 
had been paid to the corporation by the 
prospective purchaser was applied in part 
payment of the purchase price, and three 
days later the property was conveyed to 
the purchaser. 

Originally the Tax Court sustained the 
Commissioner in asserting the tax on the 


® Cited at footnote 39. 

% Nibley-Mimnaugh Lumber Company, CCH 
Dec. 7733, 26 BTA 978 (1932), aff'd on this 
point, 4 ustc § 1254, 70 F. (2d) 843 (CA of D. C., 
1934); Northwest Utilities Securities Corpora- 
tion, CCH Dec. 7893, 27 BTA 524 (1933), aff'd, 
1933 CCH { 9567, 67 F. (2d) 619 (CCA-8), cert. 
den., 291 U. S. 684, 54 S. Ct. 561, 78 L. Ed. 1971 
(1934). 

™ Jones v. Grinnell, 50-1 ustc { 9193, 179 F. 
(2d) 873 (CA-10); St. Louis Union Trust Com- 
pany v. Finnegan, 52-2 ustc { 9388, 197 F. (2d) 
566 (CA-8); Wichita Terminal Elevator Company 
v. Commissioner, 47-1 ustc { 9253, 162 F. (2d) 
513 (CCA-10), aff'g CCH Dec, 15,171, 6 TC 1158 
(1946); Fairfield Steamship Corporation v. Com- 
missioner, 46-2 ustc { 9322, 157 F. (2d) 321 
(CCA-2), aff'g CCH Dec, 14,699, 5 TC 566 (1945) ; 
Kaufmann v. Commissioner, 49-1 ustc {| 9268, 175 
F. (2d) 28 (CA-3), aff’'g CCH Dec. 16,608, 11 TC 
483 (1948). 
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corporation on the theory that the corpo- 
ration had in fact consummated the sale 
through its agents, the former stockhold- 
ers.” The court of appeals subsequently 
reversed the Tax Court on the ground 
that the original agreement for the sale, 
not binding under local law, was effectively 
canceled and that the stockholders were 
the ones who made the sale ultimately in 
their own names.” Thus, we see that the 
Tax Court looked to the substance while 
the court of appeals looked to the form and 
each arrived at opposite results. 

The Supreme Court restated its interpre- 
tation of the “substance v. form” rule as 
follows: “The incidence of taxation depends 
upon the substance of a transaction. The 
tax consequences which arise from gains 
from a sale of property are not finally to 
be determined solely by the means em- 
ployed to transfer legal title. Rather, the 
transaction must be viewed as a whole, 
and each step, from the commencement of 
negotiations to the consummation of the 
sale, is relevant. A sale by one person can- 
not be transferred for tax purposes into 
a sale by another by using the latter as a 
conduit through which to pass title.” To 
permit the true nature of a transaction to 
be disguised by mere formalisms, which 
exist solely to alter tax liabilities, would 
seriously impair the effective administra- 
tion of the tax policies of Congress.” ™ 

In its examination and consideration of 
the records of the case, the Supreme Court 
found that there was evidence to support 
the findings of the Tax Court. Therefore, 
by applying the then-in-effect Dobson rule™ 
(which proclaimed the Tax Court as the 
trier of the facts and unreversible if its 
decision is supported by sufficient evi- 
dence ™) it reversed the court of appeals and 
sustained the Tax Court in upholding the 
tax against the corporation. 


% Court Holding Company, CCH Dec, 13,412, 
2 TC 531 (1943). 

™ Court Holding Company v. Commissioner, 
44-2 ustc § 9404, 143 F. (2d) 823 (CCA-5). 

%” Helvering v. Gregory, cited at footnote 67; 
Minnesota Tea Company v. Helvering, cited at 
footnote 71; Griffiths v. Commissioner, 40-1 ustc 
7 9123, 308 U. S. 355, 60 S. Ct. 277, 84 L. Ed. 
319 (1939); Higgins v. Smith, cited at foot- 
note 73. 

8 Court Holding Company v. Commissioner, 
cited at footnote 39. 

8 Dobson v. Commissioner, 44-1 ustc J 9108, 
320 U. S. 489, 64 S. Ct. 239, 88 L. Ed, 248 (1943). 

5% See, also, Commissioner v. Heininger, 44-1 
ustc 7 9109, 320 U. S. 467, 64 S. Ct. 249, 88 
L. Ed. 171; Commissioner v. Scottish-American 
Investment Company, 44-2 ustc { 9530, 323 U. S. 
119, 65 S. Ct. 169, 89 L. Ed. 113. 
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Government Defeated 


It was not until 1950 that the Supreme 
Court, by granting certiorari in Cumberland 
Public Service Company v. U. S.," accepted 
the opportunity to rule on the assertion of 
a tax on a corporation when assets dis- 
tributed to its stockholders as a liquidating 
dividend in kind were sold by them at a 
gain. This time a new result was reached 
and the fact pattern distinguished from the 
Court Holding Company case. As a result, 
future decisions on the subject matter con- 
sidered both the Court Holding Company 
and the Cumberland Public Service Company 
cases and decisions followed accordingly, 
depending solely on the facts of each case. 


In Cumberland Public Service Company v. 
U. S. the taxpayer, a utility corporation, 
found it economically unsound to compete 
with a cooperative supplier of power. There- 
upon, its stockholders offered to sell all 
their capital stock to the competitor. The 
latter rejected the offer because it felt that 
all of the corporate assets were not desir- 
able and also because of doubt as to whether 
it had power to purchase such capital 
stock. The cooperative made an offer to the 
corporation to purchase only the desirable 
power equipment. The corporation rejected 
the offer because of the resulting tax. At 
the same time the stockholders, in an 
attempt to avoid a double tax, offered to 
acquire the desired equipment as a liquidat- 
ing dividend and then sell the same to the 
cooperative. This offer was accepted. The 
corporation distributed this equipment to 
the shareholders in a partial liquidation. 
The remaining assets of the corporation 
were then sold and the corporation was 
legally dissolved. The shareholders then 
consummated the sale to the cooperative. 

The Commissioner, relying on the Court 
Holding Company rule, asserted and collected 
the tax from the corporation on the gain 
on the sale of the equipment, claiming that 
the shareholders were a mere conduit for 
the sale in an attempt to avoid the corpo- 
rate tax. The corporation sued for recovery 
of the tax in the Court of Claims.” The 
court upset the tax, stating that although 
the avowed purpose was to reduce taxa- 
tion, the stockholders of a corporation 
nevertheless may validly contract to dissolve 
the corporation and to sell the physical 
assets themselves. 

% 50-1 ustc { 9129, 338 U. S. 451, 70 S. Ct. 
280, 94 L. Ed. 25. 

% Cumberland Public Service Company v. Com- 


missioner, 49-1 ustc { 9259, 113 Ct. Cls. 460, 83 
F. Supp. 843. 
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The case thereupon went to the Supreme 
Court.” In its opinion the Court explained 
its earlier decision in the Court Holding 
Company case as resting on the Tax Court’s 
findings that the corporation had in fact 
made the sale. The facts of the present 
case, the Supreme Court stated, pointed to 
the conclusion that the sale was in fact 
made by the stockholders. The fact that 
there was a tax-saving motive was im- 
material. The Supreme Court therefore 
sustained the Court of Claims in granting 
a tax refund to the corporation. The 
Court stated that since Congress had deter- 
mined that different tax consequences shall 
flow by different methods by which a 
closely held corporation may dispose of 
corporate property (for example, sale of 
capital stock, or liquidation of the corpo- 
ration and subsequent sale of corporate 
property received in liquidation), it is for 
the trial court to determine the factual cate- 
gory in which a particular transaction 
belongs. The Court went along in accept- 
ing the finding of fact of the trial court, 
as it had done in the Court Holding Com- 
pany case. The latter case was, therefore, 
not reversed but merely limited to the fact 
pattern in that case—that is, where the evi- 
dence discloses that the intervening dis- 
solution is a mere sham for tax avoidance 
after negotiations for the sale of the corpo- 
rate property are entered into by the 
corporation or its agents in behalf of the 
corporation. 


Elimination of Hazards 


The Cumberland Public Service Company 
case, coupled with the Court Holding Com- 
pany case, has provided the guideposts 
for a contemplated disposition of corporate 
assets by means of a corporate dissolution 
prior to the sale. No doubt remains at the 
present time, even without resorting to 
the new Section 337, explained in the sec- 
tion beginning at page 636. The corpora- 
tion may avoid the tax entirely by refusing 
to negotiate with the prospective purchasers 
prior to the distribution of the assets in 
kind. In a closely held corporation, where 
the stockholders usually are the officers and 
agents of the corporation, they should em- 
phasize the fact «o all prospective pur- 
chasers that they are acting solely in their 
own interests as shareholders. Care should 
be exercised to have none of the corpora- 


%*U., 8. v. Cumberland Public Service Com- 
pany, cited at footnote 84. 





tion’s stationary or physical facilities uti- 
lized during the course of the negotiations. 
The situation may be clarified to the pros- 
pective purchasers by stating that the 
corporation is not a party to the transac- 
tion because of the desired tax conse- 
quences.” With these precautions there is 
little or no probability for a tax to be 
asserted on the corporation in connection 
with the subsequent sale. 

Of course, where prior negotiations have 
been entered into by the corporation’s stock- 
holders who are also officers of the corpo- 
ration, and where no effort has been made 
to indicate that they had been acting as 
individuals rather than in the name of the 
corporation, the complete liquidation prior 
to the sale should not be attempted. In 
this situation the Court Holding Company 
rule would still prevail, and the double 
tax would no doubt result. Therefore, in 
this situation, it would be advisable to 
have the corporation consummate the sale 
and dissolve in conformity with Section 
337, explained in detail below. 


Decisions have gone both ways, some in 
favor of the government and others in 
favor of the taxpayer corporations, depend- 
ing on the particular facts. If there is a 
distribution in kind prior to any negotia- 
tions for the sale, a subsequent sale by the 
shareholders cannot be imputed to the cor- 
poration in fact or in law.™ In one opinion, 
the court stated: “No case is cited by the 
Government which goes so far as to hold 
that a general purpose to sell to unselected 
purchasers at an indefinite time in the 
future, even though the market price [of 
the corporate property] be firm, is equiva- 
lent to the actual negotiation of a prior 
contract by the corporation.” Where the 
corporation refuses to sell to a prospective 
purchaser and then declares a liquidating 
dividend, a sale by the stockholders to 
another purchaser may not be attributed to 
the corporation.” However, where in con- 
templation of liquidation, the assets of a 
corporation are transferred to an agent or 


Acampo Winery é& Distilleries, Inc., CCH 
Dec, 15,345, 7 TC 629 (1946). 

8% Ripy Brothers Distillers, Inc., CCH Dec. 
16,589, 11 TC 326 (1948). 

%® Louisville Trust Company v. Glenn, 46-1 
ustc § 9233, 65 F. Supp. 198 (DC Ky.). 

*” Commissioner v. Falcon Company, 42-1 ustc 
1 9403, 127 F. (2d) 277 (CCA-5), aff'g CCH Dec. 
11,100, 41 BTA 1128 (1940). 

*™ Burnet v. Lexington Ice & Coal Company, 3 
ustc § 1036, 62 F. (2d) 906 (1933); Tazewell 


Electric Light & Power Company v. Strother, 
36-2 ustc ‘ 9351, 84 F. (2d) 327 (CCA-4). 

® Corliss v. Bowers, 2 ustc § 525, 281 U. S. 376, 
50 S. Ct. 336, 74 L. Ed. 916 (1930). 
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trustee who thereafter sells them, the agent 
or trustee may be considered as acting for 
the corporation under the law of the state 
even though there are no negotiations for 
the sale by the corporation prior to the 
transfer to the agent or trustee.” 

As a final precaution to the advisability 
of the utilization of the complete liquidation 
prior to the sale of the corporate assets, it 
should be stressed that “taxation is not so 
much concerned with the refinements of 
title as it is with actual command over the 
property taxed.’” In determining who made 
the sale, the fact-finding tribunal can con- 
sider motives, intent and conduct in addi- 
tion to that which appears in the written 
instrument used by the parties to contract 
rights as among themselves.” Although 
taxpayers are free to employ any legal 
means to avoid or minimize taxes, the means 
may not be by mere subterfuge or sham.” 
Transactions found to be built around sub- 
terfuge or sham, although binding on the 
parties to the contracts, may not be recog- 
nized for tax purposes.” It therefore rests 
with the parties concerned with the double 
tax—namely, the corporation and the share- 
holders—to decide on the employment of 
the complete liquidation prior to the sale 
since they alone know whether the shoe fits. 
(It should be noted that the sale of stock 
method, discussed under “Sale of Corporate 
Stock” at page 622, may also be attacked 
in the same manner as the complete liquida- 
tion, and similar precautions are required 
in order to avoid the double tax.) 


COMPLETE LIQUIDATION 
WITHIN ONE CALENDAR MONTH 
UNDER SECTION 333 


When the estimate of a situation reveals 
that the facts are favorable for a complete 
liquidation under Section 331 without the 
hazard of a tax to the corporation, still 
another consideration should be taken into 
account before arriving at a decision as to 
exactly which method of liquidation should 
be utilized prior to the sale of the dis- 


% Helvering v. Clifford, 40-1 ustc { 9265, 309 
U. S. 331, 60 S. Ct. 554, 84 L. Ed. 788; Com- 
missioner v. Tower, 46-1 usrc § 9189, 327 U. S. 
280, 66 S. Ct. 532, 90 L. Ed. 670. 

™ Cases cited at footnote 93; Nordling v. Com- 
missioner, 48-1 ustc { 9223, 166 F. (2d) 703 
(CCA-9), cert. den., 337 U. S. 938, 69 S. Ct. 38, 
93 L. Ed. 372 (1948). 

% Helvering v. Gregory, cited at footnote 67; 
Higgins v. Smith, cited at footnote 73; Moline 
Properties, Inc. v. Commissioner, 43-1 vustc 


{ 9464, 319 U. S. 436, 63 S. Ct. 1132, 87 L, Ed. 
1499; Stanwick’s, Inc., CCH Dec. 17,897, 15 
TC 556 (1950). 
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tributed corporate property. Where the 
contemplated sale can only be arranged by 
terms of installment payments and where 
the statutory terms of the installment 
method of reporting are met, the use of 
this method of reporting gain, with its 
added tax advantage, has already been 
explained. Under another type of complete 
liquidation, provided by Section 333 of the 
Internal Revenue Code of 1954, the install- 
ment method of reporting gain may be 
used by certain taxpayers who are unable 
to do so where the ordinary type of com- 
plete liquidation occurs. 

The 1954 Code, by means of Section 333 
(like its predecessor, the 1939 Code, by 
means of Section 112(b)(7)), provides for 
limited nonrecognition of gain to qualified 
electing shareholders under certain pre- 
scribed conditions intended for corporate 
property which has appreciated in value 
and which is being transferred to these 
shareholders on liquidation. The prescribed 
conditions and the extent of the nonrecog- 
nition of gain are discussed further below. 


It is important to note that Section 112 
(b)(7) of the 1939 Code applies to liquida- 
tions which occurred within the month of 
December, 1953, at the very latest. Section 
333 of the 1954 Code is only effective with 
respect to liquidations made in pursuance 
of a plan of liquidation adopted on or after 
June 22, 1954. In referring to the latter 
section, the Senate committee report states: 
“As made permanent by your committee, 
the section will apply only in the case of 
plans of liquidation adopted on or after 
June 18 [later changed to June 22], 1954.” 
Therefore—either by inadvertance or, per- 
haps, by design—the period from January 
1 to June 21, 1954, both dates inclusive, 
is a vacuum during which the “one calendar 
month” liquidation may not be recognized. 
This, however, may possibly be cured by 
retroactive legislation, should the need arise 
to create equality for those corporations 
which may have in error attempted this 
type of dissolution during the forbidden 
period. 

Ordinarily, a complete liquidation under 
Section 331 results in an immediate taxable 
transaction to all shareholders except to a 
parent corporation in a complete liquidation 
of its subsidiary under the “tax free” rules 
of Section 332. A subsequent sale of the 
appreciated assets acquired in other than 
a “tax free” liquidation would ordinarily 
result in no additional gain or loss, since 


the market value of the assets received in 
liquidation would ordinarily result‘ in no 
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additional gain or loss, the market value 
of the assets received in liquidation being 
normally measured by the sale price of the 
property involved. However, since no im- 
mediate gain is recognized to the parent 
corporation in a “tax free” liquidation, a 
subsequent sale of the appreciated property 
received in liquidation by the parent cor- 
poration does result in a taxable gain. In 
this event, where the statutory conditions 
are met, the installment method of report- 
ing the gain may be used by the parent 
corporation. 

By utilizing the type of liquidation per- 
mitted in certain cases by Section 333, it is 
possible for certain shareholders who are 
otherwise unable to take advantage of the 
installment method of reporting gain after 
the comp!ete liquidation under Section 331, 
to avail themselves of the installment 
method. The shareholders who are thus 
advantageously affected are those in non- 
collapsible domestic corporations, other 
than corporate shareholders possessing 50 
per cent or more of the combined voting 
power of all classes of stock entitled to 
vote upon the adoption of the plan of 
liquidation at any time between January 1, 
1954, and the date of the adoption of the 
plan of liquidation, both dates inclusive. 
Since a parent corporation, in order to 
comply with the tax-free provisions of Sec- 
tion 332, must possess at least 80 per cent 
of the total combined voting power of all 
classes of stock entitled to vote, and at 
least 80 per cent of the total number of 
shares of all other classes of stock (except 
nonvoting stock which is limited and pre- 
ferred as to dividends), corporate share- 
holders which do not fit in either of the 
two categories of corporate shareholders 
specified in Sections 333 and 332 cannot 
avail themselves of the installment method 
of reporting taxable gain in any manner by 
means of a complete liquidation. 


Certain statutory, as well as financial, 
conditions must exist for the advantageous 
use of the complete liquidation under Sec- 
tion 333, commonly referred to as the 
“one calendar month” liquidation. The 
statutory conditions are contained in sub- 
divisions: (a) sets forth the general rule 
as to when the liquidation is possible, (b) 
and (c) explain which shareholders may 
qualify, (d) describes the manner of mak- 
ing the election, and (e) and (f) set forth 
the manner in which the gain is recognized. 
On the other hand, the financial conditions 
relate to circumstances wherein the liquida- 


tion is practicable or not; careful consid- 
eration of these factors is important before 
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tion’s stationary or physical facilities uti- 
lized during the course of the negotiations. 
The situation may be clarified to the pros- 
pective purchasers by stating that the 
corporation is not a party to the transac- 
tion because of the desired tax conse- 
quences.” With these precautions there is 
little or no probability for a tax to be 
asserted on the corporation in connection 
with the subsequent sale. 

Of course, where prior negotiations have 
been entered into by the corporation’s stock- 
holders who are also officers of the corpo- 
ration, and where no effort has been made 
to indicate that they had been acting as 
individuals rather than in the name of the 
corporation, the complete liquidation prior 
to the sale should not be attempted. In 
this situation the Court Holding Company 
rule would still prevail, and the double 
tax would no doubt result. Therefore, in 
this situation, it would be advisable to 
have the corporation consummate the sale 
and dissolve in conformity with Section 
337, explained in detail below. 


Decisions have gone both ways, some in 
favor of the government and others in 
favor of the taxpayer corporations, depend- 
ing on the particular facts. If there is a 
distribution in kind prior to any negotia- 
tions for the sale, a subsequent sale by the 
shareholders cannot be imputed to the cor- 
poration in fact or in law.” In one opinion, 
the court stated: “No case is cited by the 
Government which goes so far as to hold 
that a general purpose to sell to unselected 
purchasers at an indefinite time in the 
future, even though the market price [of 
the corporate property] be firm, is equiva- 
lent to the actual negotiation of a prior 
contract by the corporation.” Where the 
corporation refuses to sell to a prospective 
purchaser and then declares a liquidating 
dividend, a sale by the stockholders to 
another purchaser may not be attributed to 
the corporation.” However, where in con- 
templation of liquidation, the assets of a 
corporation are transferred to an agent or 
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trustee who thereafter sells them, the agent 
or trustee may be considered as acting for 
the corporation under the law of the state 
even though there are no negotiations for 
the sale by the corporation prior to the 
transfer to the agent or trustee.” 


As a final precaution to the advisability 
of the utilization of the complete liquidation 
prior to the sale of the corporate assets, it 
should be stressed that “taxation is not so 
much concerned with the refinements of 
title as it is with actual command over the 
property taxed.’” In determining who made 
the sale, the fact-finding tribunal can con- 
sider motives, intent and conduct in addi- 
tion to that which appears in the written 
instrument used by the parties to contract 
rights as among themselves.” Although 
taxpayers are free to employ any legal 
means to avoid or minimize taxes, the means 
may not be by mere subterfuge or sham.” 
Transactions found to be built around sub- 
terfuge or sham, although binding on the 
parties to the contracts, may not be recog- 
nized for tax purposes.” It therefore rests 
with the parties concerned with the double 
tax—namely, the corporation and the share- 
holders—to decide on the employment of 
the complete liquidation prior to the sale 
since they alone know whether the shoe fits. 
(It should be noted that the sale of stock 
method, discussed under “Sale of Corporate 
Stock” at page 622, may also be attacked 
in the same manner as the complete liquida- 
tion, and similar precautions are required 
in order to avoid the double tax.) 


COMPLETE LIQUIDATION 
WITHIN ONE CALENDAR MONTH 
UNDER SECTION 333 


When the estimate of a situation reveals 
that the facts are favorable for a complete 
liquidation under Section 331 without the 
hazard of a tax to the corporation, still 
another consideration should be taken into 
account before arriving at a decision as to 
exactly which method of liquidation should 
be utilized prior to the sale of the dis- 
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tributed corporate property. Where the 
contemplated sale can only be arranged by 
terms of installment payments and where 
the statutory terms of the installment 
method of reporting are met, the use of 
this method of reporting gain, with its 
added tax advantage, has already been 
explained. Under another type of complete 
liquidation, provided by Section 333 of the 
Internal Revenue Code of 1954, the install- 
ment method of reporting gain may be 
used by certain taxpayers who are unable 
to do so where the ordinary type of com- 
plete liquidation occurs. 

The 1954 Code, by means of Section 333 
(like its predecessor, the 1939 Code, by 
means of Section 112(b)(7)), provides for 
limited nonrecognition of gain to qualified 
electing shareholders under certain pre- 
scribed conditions intended for corporate 
property which has appreciated in value 
and which is being transferred to these 
shareholders on liquidation. The prescribed 
conditions and the extent of the nonrecog- 
nition of gain are discussed further below. 


It is important to note that Section 112 
(b)(7) of the 1939 Code applies to liquida- 
tions which occurred within the month of 
December, 1953, at the very latest. Section 
333 of the 1954 Code is only effective with 
respect to liquidations made in pursuance 
of a plan of liquidation adopted on or after 
June 22, 1954. In referring to the latter 
section, the Senate committee report states: 
“As made permanent by your committee, 
the section will apply only in the case of 
plans of liquidation adopted on or after 
June 18 [later changed to June 22], 1954.” 
Therefore—either by inadvertance or, per- 
haps, by design—the period from January 
1 to June 21, 1954, both dates inclusive, 
is a vacuum during which the “one calendar 
month” liquidation may not be recognized. 
This, however, may possibly be cured by 
retroactive legislation, should the need arise 
to create equality for those corporations 
which may have in error attempted this 
type of dissolution during the forbidden 
period. 

Ordinarily, a complete liquidation under 
Section 331 results in an immediate taxable 
transaction to all shareholders except to a 
parent corporation in a complete liquidation 
of its subsidiary under the “tax free” rules 
of Section 332. A subsequent sale of the 
appreciated assets acquired in other than 
a “tax free” liquidation would ordinarily 
result in no additional gain or loss, since 
the market value of the assets received in 
liquidation would ordinarily result in no 
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additional gain or loss, the market value 
of the assets received in liquidation being 
normally measured by the sale price of the 
property involved. However, since no im- 
mediate gain is recognized to the parent 
corporation in a “tax free” liquidation, a 
subsequent sale of the appreciated property 
received in liquidation by the parent cor- 
poration does result in a taxable gain. In 
this event, where the statutory conditions 
are met, the installment method of report- 
ing the gain may be used by the parent 
corporation. 

By utilizing the type of liquidation per- 
mitted in certain cases by Section 333, it is 
possible for certain shareholders who are 
otherwise unable to take advantage of the 
installment method of reporting gain after 
the complete liquidation under Section 331, 
to avail themselves of the installment 
method. The shareholders who are thus 
advantageously affected are those in non- 
collapsible domestic corporations, other 
than corporate shareholders possessing 50 
per cent or more of the combined voting 
power of all classes of stock entitled to 
vote upon the adoption of the plan of 
liquidation at any time between January 1, 
1954, and the date of the adoption of the 
plan of liquidation, both dates inclusive. 
Since a parent corporation, in order to 
comply with the tax-free provisions of Sec- 
tion 332, must possess at least 80 per cent 
of the total combined voting power of all 
classes of stock entitled to vote, and at 
least 80 per cent of the total number of 
shares of all other classes of stock (except 
nonvoting stock which is limited and pre- 
ferred as to dividends), corporate share- 
holders which do not fit in either of the 
two categories of corporate shareholders 
specified in Sections 333 and 332 cannot 
avail themselves of the installment method 
of reporting taxable gain in any manner by 
means of a complete liquidation. 


Certain statutory, as well as financial, 
conditions must exist for the advantageous 
use of the complete liquidation under Sec- 
tion 333, commonly referred to as_ the 
“one calendar month” liquidation. The 
statutory conditions are contained in sub- 
divisions: (a) sets forth the general rule 
as to when the liquidation is possible, (b) 
and (c) explain which shareholders may 
qualify, (d) describes the manner of mak- 
ing the election, and (e) and (f) set forth 
the manner in which the gain is recognized. 
On the other hand, the financial conditions 
relate to circumstances wherein the liquida- 
tion is practicable or not; careful consid- 
eration of these factors is important before 
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arriving at a decision whether or not to 
use this method of liquidation. 


Statutory Requirements 


By statute, in order for terms of Section 
333 to apply, the following conditions must 
be met: 

(1) There must be a complete liquidation 
of a domestic corporation (except a col- 
lapsible corporation).” (The latter restric- 
tion, which did not exist in Section 112(b) 
(7) of the 1939 Code, plugged a loophole 
whereby shareholders of a collapsible cor- 
poration were able to obtain the favorable 
capital gain rates by liquidating under that 
section and subsequently selling the assets 
received in liquidation, provided that the 
holding period, based on the date of the 
acquisition of the corporate stock and 
the date of the sale, was more than six months 
and provided that the assets sold were not 
of a type which could be considered as 
inventory items of the vendors or as prop- 
erty held primarily for sale to customers.)" 


(2) The liquidation must be made in pur- 
suance of a plan of liquidation adopted on 
or after June 22, 1954." (As stated above, 
the period between January 1 and June 21, 
1954, both dates inclusive, unless altered 
by retroactive legislation will remain a 
vacuum period during which this form of 
liquidation is not permissible by either the 
1939 Code or the 1954 Code.) 


(3) The distribution must be in complete 
cancellation or redemption of all the cor- 
poration’s capital stock. 


(4) The transfer of all the property 
under the liquidation must occur within 
one calendar month.” (The only exception 
to this provision is where cash is set aside 
for the payment, after the close of the 
month, of wunascertained or contingent 
liabilities.) 

(5) The necessary written elections must 
be filed within 30 days of the adoption of 
the plan of liquidation,” and cannot be 
withdrawn or revoked.™ 


(6) Only two categories of shareholders 
—namely, corporate shareholders possess- 
ing less than 50 per cent of the combined 
voting power of all classes of stock entitled 
to vote upon the adoption of the plan of 
liquidation at any time between January 1, 


* See, 333(a). 

* Rev. Rul. 56-160, I. R. B. 1956-16, 20. 
Sec. 333(a) (1). 

® Sec. 333(a) (2). 

1 26 C. F. R. 1.333-1(b). 

1 Sec. 333(d). 
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1954, and the date of the adoption of the 
plan of liquidation, both dates inclusive, 
and noncorporate shareholders—may qualify 
to execute the election described in (5) 
above, whether or not the stock owned 
entitles the shareholders to vote on the 
adoption of the plan. However, the elec- 
tion only applies if the qualified shareholder 
has properly filed a written election and if 
like elections have been filed by owners of 
stock possessing at least 80 per cent of the 
total combined voting power of all classes 
of stock entitled to vote upon the adoption 
of the plan of liquidation owned by share- 
holders of the same category at the time 
of the adoption of the plan.™ 

The written election required under (5) 
above must be made by the shareholders, 
but may be filed by either the liquidating 
corporation or the shareholders. The elec- 
tions must be made on Form 964 (revised), 
which must be filed in duplicate with the 
district director of internal revenue with 
whom the final income tax return of the 
liquidating corporation will be filed. A 
copy of the form is also required to be 
attached to and made part of the share- 
holder’s return for the taxable year in 
which the transfer of all the property under 
the liquidation occurs.™ 

Failure to file within the 30-day period 
as specified by the regulations results in 
the liquidation’s being considered and treated 
as an ordinary complete liquidation under 
Section 331. Since Section 333 is an elec- 
tion, not a penalty, neither the Commis- 
sioner of Internal Revenue nor the courts 
have the authority to waive the 30-day filing 
requirement, regardless of the circumstances 
of the failure to file.” 

Once made, a valid election under this 
section is irrevocable, notwithstanding that 
(1) the taxpayer may have misunderstood 
the tax consequence, (2) the resulting tax 
is greater than the tax the taxpayer had 
expected to pay, (3) the application of 
Section 333 results in a greater tax than 
the application of Section 331 or (4) the 
taxpayer’s decision resulted from an over- 
sight or error of judgment. Although the 
question of irrevocability is not covered by 
the Code itself, it does state that the 
election be filed in such manner as not to 
be in contravention of the prescribed regu- 
lation; and the prescribed regulation states 


1 26 C. F. R. 1.333-2(b) (1). 

13 Sec. 333(c). 

4 26 C. F. R. 1.333-3. 

1 N, H. Kelley, CCH Dec. 18,130(M), 10 TCM 
143 (1951). 
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that the election cannot be withdrawn or 
revoked.™ An election under the compar- 
able section of the 1939 Code was held 
binding despite the fact that the corporation 
involved had accumulated earnings and had 
no assets of appreciated values, because of 
which a tax disadvantage resulted to the 
electing shareholders. The Tax Court 
rejected the taxpayer’s contention that he 
did not intend to make an election. The 
court stated that an election cannot be 
revoked in the absence of proof of the lack 
of full knowledge of the facts. In another 
case, the taxpayer made an election in 
reliance on an accumulated earned surplus 
of $80,000, which the Commissioner sub- 
sequently increased to $1 million due to 
the circumstances surrounding a 15-year-old 
transaction. Here the Fifth Circuit allowed 
a withdrawal of the election only because 
both parties stipulated that the election was 
made under a mistake of fact.“ In this 
case, the Tax Court, which was reversed, 
had originally held the election binding 
under the general rule under the Code that 
an election is not subject to retroactive, 
ex parte rescission.” 


Statutory Effect; 
Financial Condition Requirements 


Gain realized by a qualifying electing 
shareholder upon the capital stock surren- 
dered at the time of the liquidation is 
recognized only to a limited degree and at 
times to zero. The gain on these shares is 
recognized only to the extent of the 
greater of (1) such shares’ ratable share 
of the accumulated earnings and profits of 
the corporation computed as of the last 
day of the month of liquidation, without 
diminution by reason of distributions made 
during such month or (2) such shares’ 
ratable share of the sum of (a) the amount 
of money received by shareholder on shares 
of the same class and (b) the fair market 
value of all the stock or securities received 
which were acquired by the corporation 
after December 31, 1953.” 


(The recognized gain, as described above, 
is taxed differently to corporate and non- 
corporate shareholders. In the case of the 
corporate shareholder, the entire recog- 
nized gain is taxed as a capital gain, short 
term or long term depending on whether 
the stock was held six months or less, or 


16 26 C. F. R. 1.333-2(b) (1). 

1 Sam Goldman, CCH Dec. 17,922(M), 9 TCM 
936 (1950). 

8 Meyer Estate v. Commissioner, 53-1 vustc 
{ 9138, 200 F. (2d) 592 (CA-5). 
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more than six months. In the case of the 
noncorporate shareholder, the recognized 
gain is treated as a dividend to the extent 
of his ratable share of the accumulated 
earnings and profits, computed as above, 
and any balance of recognized gain is taxed 
to him as a short-term or long-term capital 
gain. I: part of this recognized gain is 
treated as a dividend to the corporate 
shareholder because the further advantage 
of a dividend received credit ordinarily 
allowed to corporations would result in an 
even lower tax than the capital gain tax. 


Where no gain is recognized in a liquida- 
tion under Section 333, the basis to the 
shareholder of the stock surrendered be- 
comes the basis of the assets received in 
liquidation.™ Section 334(c) states that the 
basis of the property received in liquidation 
upon which a gain was realized under 
Section 333 shall be the original basis of 
the stock canceled in such _ liquidation, 
decreased by the amount of any money 
received by the stockholder and increased 
in the amount of any gain recognized as a 
result of such liquidation. The holding 
period for the property received in liquida- 
tion reverts back to the date upon which 
the surrendered stock was acquired.™ 


Although the statutory requirements for 
a “one calendar month” liquidation specify 
when this method of dissolution is possible, 
an analysis of the financial condition of the 
corporation indicates whether this method 
is practicable. Since gain is recognized to 
the qualified electing shareholder on the 
greater of his ratable share of the ac- 
cumulated earnings or profits or on his 
ratable share of the money received plus 
the fair market value of stock or securities 
acquired by the corporation after December 
31, 1953, the appearance of any of these 
items in the balance sheet of the corpora- 
tion in any appreciable amount should be 
regarded as a red flag, especially in the 
case of the noncorporate shareholder. 


Since that part of the recognized gain to 
a noncorporate qualified electing share- 
holder which represents his ratable share 
of the accumulated earnings and profits is 
treated and taxed to him as a dividend (to 
which ordinary income rates apply rather 
than capital gain rates), at times the 
advantage of a subsequent sale of the 
liquidated property on the _ installment 


1 Meyer Estate, CCH Dec. 17,981, 15 TC 850 
(1950). 

1 Sec. 333(e) and (f). 

™ Sec. 334(c). 

™ Sec. 1223(1). 

18 Sec. 333(e) and (f). 





method may be outweighed by the larger 
total tax which may result. It should be 
noted that no such disadvantage would 
result to the corporate shareholder since 
the entire recognized gain is taxed only at 
capital gain rates. On the other hand, 
where no surplus exists, the fact that the 
corporation has a large amount of cash or 
stock or securities acquired after December 
31, 1953, need not cause great alarm to 
either the corporate or noncorporate share- 
holder. Since it only results in capital gain— 
and in no event greater than the capital 
gain which would have occurred in the 
event of the ordinary complete liquidation 
under Section 33l—no material harm is 


encountered. 


Recommended Use 


The “one calendar month” liquidation is 
deemed worthy of consideration when all 
the following conditions exist: 

(1) where the sole purpose of the share- 
holders is to dispose of the appreciated 
assets of a noncollapsible domestic cor- 


poration together with the corporate shell; 


(2) where the prospective purchaser re- 
fuses to purchase the capital stock; 


(3) where a complete liquidation is pos- 
sible under Section 331 without fear of the 
double tax to the corporation as in the 
Court Holding Company case; 

(4) where the terms of the contemplated 
sale are on the installment basis; 

(5) where the shareholders are either of 
the following: (a) noncorporate share- 
holders or (b) corporate shareholders own- 
ing less than 50 per cent of the combined 
voting power of all classes of stock entitled 
to vote upon the plan of liquidation at any 
time between January 1, 1954, and the date 
of the plan of liquidation, both dates in- 
clusive. 

Due consideration should then be given 
to the financial condition of the corpora- 
tion, and where the accumulated earnings 
and profits are not excessive so that the 
advantage to the noncorporate shareholder 
of the installment method of reporting is 
not outweighed by the resulting ordinary 
income tax rates on the portion of the 
recognized gain treated as dividends, the 
utilization of Section 333 is recommended. 
As an added precaution, the required writ- 
ten elections should be filed in strict com- 
pliance with the Code and regulations per- 
taining to this method of liquidation,” as 


well as with the section of the Code which 
1496 C. F. R. 1.333-3. 
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deals with the information returns required 
to be filed in connection with all corporate 
liquidations.*” 

Section 333 was iritended primarily to 
permit liquidations of corporations possess- 
ing assets greatly appreciated in value. The 
“one calendar month” liquidation results in 
decided tax advantage in the type of situa- 
tion where all the conditions described 
above exist. 


COMPLETE LIQUIDATION 
UNDER SECTION 337 


Section 337 was enacted as part of the 
Internal Revenue Code of 1954, bringing 
an entirely new concept into income tax 
law with regard to the taxation of the gain 
or loss on the sale of corporate property 
by the corporation prior to dissolution. No 
gain or loss is recognized to the corporation 
where the transaction meets with the pre- 
scribed conditions of the statute. Only one 
tax results to the stockholders in the event 
of a gain realized on the cancellation of 
their capital stock, and the possibility of a 
double tax is thus avoided. Since this arti- 
cle deals with a gain situation, due to the 
existence of appreciated assets, no further 
reference to the loss situation is being made 
except for the reminder that a double loss 
is also avoided by complying with Section 
337; and since the latter may not be as 
desirable as the avoidance of the double 
gain, care should be exercised to proceed 
in a manner which keeps the transaction 
without the statute where a loss is indicated. 


Congress, by the enactment of this sec- 
tion, intended to eliminate questions arising 
as a result of the necessity of determining 
whether a corporation in process of com- 
plete liquidation made a sale of assets or 
whether the shareholders receiving the as- 
sets made the sale. As a result of the deci- 
sions in the Court Holding Company and 
Cumberland Public Service Company cases, 
the legislative body deemed that undue 
weight was being accorded to the formali- 
ties of the transaction and that, because of 
this situation, “a trap existed for the un- 
wary.” Section 337 was included as part of 
the 1954 Code to remedy this situation and 
to prevent the innocent or the uninformed 
from being penalized. 


Provisions of Section 337 


Section 337 provides, in general, for the 
nonrecognition of gain or loss upon the sale 


15 Sec. 6043. 
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or exchange of property by the liquidating 
corporation if: 

(1) Within the 12-month period begin- 
ning on the date of the adoption of a plan 
of complete liquidation, all of the assets of 
the corporation, less those assets required 
to meet claims,.are distributed to the share- 
holders in complete liquidation; and 


(2) the sale or exchange of the property 
takes place within such 12-month period (after 
the date of the adoption of the plan of 
complete liquidation).*” 

Section 337 requires that the plan of li- 
quidation be adopted on or after June 22, 
1954." However, the transitional period— 
after December 31, 1953, and before June 
22, 1954—is provided for by Section 392(b), 
wherein an election for a similar nonrecog- 
nition of gain or loss is allowed a corpora- 
tion where the assets are distributed in 
complete liquidation pursuant to a plan of 
complete liquidation adopted during this 
transitional period, if the sale and distribu- 
tion are made within the 12-month period 
from the date of the plan,” and also where 
the sale and distribution are both made in 
1954,” despite the fact that the sale of the 
assets preceded the adoption of the plan of 
liquidation. 


By statute, the property which may be 
sold or exchanged by the corporation in 
this type of tax-free transaction excludes: 

(1) stock in trade or other property of 
a kind which would be included in inven- 
tory if on hand at the end of the year, and 
property held primarily for sale to cus- 


tomers in the ordinary course of business; ™ 


(2) installment obligations acquired in 
respect of sales of items in (1);™ and 


(3) installment obligations acquired in 
respect of sales of property other than 
items in (1), sold or exchanged before the 
adoption of the plan of liquidation.™ 


An exception to (1) is the case of a bulk 
sale of inventory, where substantially the 
entire lot is sold to one person in one 
transaction.“ An exception to (2) is the 
case of an installment obligation on such a 
bulk sale.™ Where a bulk sale is made at 
the beginning of the 12-month period, no 


1 Sec. 
amt Sec. 
118 Sec. 
119 Sec. 
120 Sec. 392(b) (2). 

121 Sec. 337(b) (1) (A). 
122 Sec. 337(b)(1)(B). 
13 Sec, 337(b) (1) (C). 
4 Sec. 337(b)(2)(A). 
1% Sec. 337(b)(2)(B). 


337(a) (2). 
337(a) (1). 
392(b) (3). 
392(b) (1). 
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replacement is permitted during such pe- 
riod; and the bulk sale is required to be the 
last substantial sale of the remaining in- 
ventory.™ 


The nonrecognition provisions of Section 
337 do not apply to any sales or exchanges 
by a collapsible corporation,” nor pursuant 
to a “one calendar month” liquidation under 
Section 333, nor to a nontaxable inter- 
corporate liquidation under Section 332.” 

Where Section 334(b)(2) applies with 
respect to the corporate shareholder, re- 
ferred to as the Kimbell-Diamond situation 
earlier, the nonrecognition provisions apply 
only as to any gain to the subsidiary corpo- 
ration limited to the parent corporation’s 
stepped-up basis resulting from the cost of 
the subsidiary’s stock to the parent, and 
only as to any loss determined from the 
original basis of the subsidiary.” 


Regulations Concerning Section 337. 


Regulations dealing with Section 337, as 
well as corporate distributions and adjust- 
ments in general, were originally proposed 
by the Internal Revenue Service on De- 
cember 11, 1954. As adopted, they were 
filed with the Federal Register on December 
2, 1955, and published in the Federal Reg- 
ister of December 3, 1955.™ 


Prior to the issuance of the above regu- 
lations, many questions existed as to the 
interpretation of the section in the Code 
due to the fact that no similar section 
existed in the previous Code and no court 
decisions or rulings had been handed down 
on the subject. Thus, what was intended 
as an elimination of “a trap for the unwary” 
might have resulted in a substitute trap 
since the holding of the Court Holding Com- 
pany case is still the law today.“ An un- 
intentional faulty compliance with Section 
337 might still result in a double tax. 


However, the following excerpts from 
the published regulations have eliminated 
a considerable portion of the former doubts 
as to the meaning of the statute, and they 
warrant thorough study and consideration 
before a corporation acts so as to be gov- 
erned thereby :™ 


126 26 C. F. R. 1.337-3(b). 

27 Sec, 337(c) (1) (A). 

28 Sec. 337(c) (1) (B). 

229 Sec. 337(c)(2)(A). 

1390 Sec, 337(c) (2)(B). 

131 Footnote 16. 

12 See U. 8S. v. Cumberland Public Service 
Company, cited at footnote 84. 

183 26 C. F. R. 1.337-2(a) and (b), and 1.337-5 
(a), (b), (ce) and (d). 
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“Provided the other conditions for sec- 
tion 337 are met, sales or exchanges which 
occur on or after the date on which the 
plan of complete liquidation is adopted and 
within the 12-month period thereafter are 
subject to the provisions of such section. 
The date on which a sale occurs depends 
primarily upon the intent of the parties to 
be gathered from the terms of the contract 
and the surrounding circumstances. In 
ascertaining whether a sale or exchange oc- 
curs on or after the date on which the plan 
of complete liquidation is adopted, the fact 
that negotiations for sale may have been 
commenced, either by the corporation or its 
shareholders, or both shall be disregarded. 

an executory contract to sell is to be 
distinguished from a contract of sale. Or- 
dinarily, a sale has not occurred when a 
contract to sell has been entered into but 
title and possession have not been 
transferred and the obligation of the seller 
to sell or the buyer to buy is conditional. 


“Ordinarily the date of the adoption of a 
plan of complete liquidation by a corpora- 
tion is the date of adoption by the share- 
holders of the resolution authorizing the 
distribution of all the assets of the corpora- 
tion (other than those retained to meet 
claims) in redemption of all of its stock. 
Where the corporation sells substantially 


all of its property of the type defined in 
section 337(b) prior to the date of adoption 
by the stockholders of such resolution, then 
the date of the adoption of the plan of com- 
plete liquidation by such corporation is the 
date of the adoption by the shareholders 
of such resolution and gain or loss will be 


recognized with respect to such sales. 
[Italics supplied.] Where no substantial 
part of the property of the type defined in 
section 337(b) has been sold by the corpo- 
ration prior to the date of adoption 
by the shareholders of such resolution, the 
date of the adoption of the plan of complete 
liquidation by such corporation is the date 
of adoption by the shareholders of such 
resolution and no gain or loss will be recog- 
nized on sales of such property on or 
after such date, if all the corporate assets 
(other than those retained to meet claims) are 
distributed in liquidation to the shareholders 
within 12 months after the date of the adoption 
of such resolution. In all other cases the date 
of the adoption of the plan of liquidation shall 
be determined from all the facts and cir- 
cumstances. A corporation will be 
considered to have distributed all of its 
property other than assets retained to meet 
claims even though it has retained an 
amount of cash equal to its known liabilities 
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and liquidating expenses plus an amount of 
cash set aside under arrangements for the 
payment after the close of the 12-month pe- 
riod of unascertained or contingent liabilities 
and contingent expenses. Such arrange- 
ments for payment must be made in good 
faith, the amount set aside must be reason- 
able, and no amount may be set aside to 
meet claims of shareholders with respect 
to their stock. If it is established to the 
satisfaction of the Commissioner that there 
are shareholders who cannot be located, 
a distribution in liquidation includes a 
transfer to a State official, trustee, or other 
person authorized by law to receive distribu- 
tions for the benefit of such shareholders.” 


“There must be attached to the return 
of the liquidating corporation, the following 
information: 


“(a) A copy of the minutes of the stock- 
holders’ meeting at which the plan of liqui- 
dation was formally adopted, including a 
copy of the plan of liquidation. 


“(b) A statement of the assets sold after 
the adoption of the plan of liquidation in- 
cluding the dates of such sales. If Section 
337(c)(2)(B), relating to limited nonrecog- 
nition of gain on sales by subsidiaries, is 
applicable, this statement must include a 
computation of the total gain and of the 
gain not recognized under this section. 


“(c) Information as to the date of the 
final liquidating distribution. 


“(d) A statement of the assets, if any, re- 
tained to pay liabilities and the nature of 
the liabilities.” 


It should be emphasized that Section 
6043, dealing with the information required 
to be filed in connection with corporate 
dissolutions and liquidations, in general, re- 
quires certain acts of compliance as_ well. 
According to this section, within 30 days 
after the adoption of any resolution or plan 
for the dissolution of a corporation or the 
liquidation of the whole or any part of its 
capital stock, the corporation must file with 
the district director a return on Form 966, 
together with certain other information, 
including a certified copy of the resolution 
or plan. The latter may be the best evi- 
dence as to whether the plan of liquidation 
preceded the sale of the corporate property 
so as not to cause a renewal of the Court 
Holding Company situation. This should 
also deter any unscrupulous attempt to 
feign the existence of a previous plan of 
liquidation after the sale is consummated, 
especially where more than 30 days have 
already elapsed after the date of the sale. 
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Installment Features 
in Connection with Section 337 


Several references to the handling of in- 
stallment obligations appear in Section 337 
and in the regulations dealing with that 
section. Section 453, which deals with the 
installment method, in general, refers to 
the treatment of gain or loss on the disposi- 
tion of installment obligations of the ordi- 
nary kind upon being distributed, and also 
to the treatment of these obligations when 
distributed by a corporation being liquidated 
under Section 337. 


The important features appearing in the 
above-mentioned sections are summarized 
below as follows: 


(1) Installment obligations acquired in 
respect of the sale of inventory assets are 
not included as property subject to tax-free 
recognition.™ 


(2) Installment obligations acquired in 
respect of the type of property ordinarily in- 
cluded as subject to tax-free recognition are 
excluded as such where the installment sale 
was consummated before the date of the 
plan of liquidation.™ 


(3) Installment obligations acquired in 
respect of the bulk sale of inventory, which 
comes within the tax-free provisions of Sec- 
tion 337, also are included as property subject 
to the tax-fré provisions of the section.™ 


(4) Ordinarily, installment obligations are 
accelerated upon distribution by a corporation 
(except in a “tax free” liquidation under 
Section 332), and the deferred gain not pre- 
viously reported is taxed to the corporation. 
The deferred gain may be lessened by any 
decrease in the fair market value of the 
installment obligations from their face 
value. 


(5) However, where installment obliga- 
tions are distributed by a corporation in the 
course of liquidation, to which Section 337 
applies, and where under the section no gain 
or loss would have been recognized to the 
corporation if the corporation had sold or 
exchanged such installment obligations on 
the day of such distribution, then no gain 
or loss shall be recognized to such corpora- 
tion by reason of such distribution.™ 


(6) Since installment obligations acquired 
as a result of the sale of property subject 


134 Sec. 337(b)(1)(B). 
1% Sec. 337(b)(1)(C). 
136 Sec. 337(b)(2)(B). 
1 Sec, 453(d)(1) and (2). 
188 Sec. 453(d) (4) (B). 
19 Sec, 337(b)(1)(C). 
1 Sec. 453(d)(4)(B). 
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to tax-free treatment under Section 337 are 
not excluded from that category if they arise 
from a sale made after the adoption of the 
plan of liquidation,” the deferred gain on 
these installment obligations receives the 
tax-free treatment to the corporation as 
described in (5). 


(7) Where installment obligations of any 
nature are distributed by a corporation 
liquidating under the provisions of Section 
337, the fair market value of such install- 
ment obligations is treated as property re- 
ceived by the shareholders for the sale of 
the canceled stock.™ 


It should be noted that nowhere in the 
Internal Revenue Code of 1954 or the regu- 
lations pertaining thereto is it provided that 
the shareholders may be permitted to post- 
pone paying the tax on the gain of their 
stock at the time of the distribution where 
Section 337 is applied. Nevertheless, there 
seems to be a misconception by many tax 
consultants that the shareholders who re- 
ceive installment obligations acquired by 
the corporation as a result of the sale of 
the corporate property as part of their liqui- 
dating dividend under Section 337 may 
continue to use the installment method of 
reporting their gain on their stock. This 
erroneous contention is based on the belief 
that the shareholders are put in the cor- 
poration’s shoes and that the method of 
reporting gain which would have been avail- 
able to the corporation, had no liquidation 
taken place under Section 337, is now avail- 
able to its shareholders. There is no con- 
ceivable justification for this mistaken position. 
To disprove the same, we need only refer to 
the regulations for the Internal Revenue 
Code of 1939, still in effect for the Internal 
Revenue Code of 1954, which state that 
only in the case of a sale of property on 
the installment plan will the special rules 
for installment method reporting of gain 
be allowed.“ In addition, it should be 
emphasized that Section 337 is only in- 
tended as a relief provision for the avoid- 
ance of the double tax to the corporation. 
No change whatsoever was intended for 
the relief of the shareholders except for the 
indirect relief resulting from the larger 
distribution of corporate property as a result 
of the elimination of the corporation’s tax, 
made possible by this section. 





mI Sec. 331(a) (1). 

12T. D. 6091, 1954-2 CB 47 (stop-gap regula- 
tions prescribed in furtherance of Secs. 7807 
and 7815(b), keeping in effect the regulations 
under the Internal Revenue Code of 1939 until 
such time as new regulations are prescribed). 

™§ Regs. 118, Sec. 39.111(c). 
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Recommendations 


Section 337 should not be elected indis- 
criminately. It has its niche in the law and 
should only be availed of in specific in- 
stances. It should most certainly be used 
instead of the complete liquidation under 
Section 331 or the “one calendar month” 
liquidation under Section 333 or even the 
sale of stock where prior negotiations ex- 
isted which may impute the subsequent sale 
of the corporate assets by the former share- 
holders to the corporation and result in the 
imposition of a double tax. 


No tax advantage is obtained by the use 
of Section 337 in place of the other methods 
where the proper precautions for the con- 
templated sale are taken. In fact, a decided 
disadvantage may arise where the corporate 
assets are only able to be sold on terms of 
an installment nature. The deferment of 
the payment of the tax on the gain to the 
shareholder is not possible as it is in the 
case of the sale of stock method, the “one 
calendar month” liquidation and in the 
“tax free” liquidation of the subsidiary 
corporation by the parent. 


If care is not taken, “the trap for the 
unwary” in the Court Holding Company situ- 
ation will be replaced by another trap for 
the installment sellers who, but for their 
election under Section 337, might have been 
able to defer payment of the tax on the gain 
realized on their stock until the time that 
they receive the cash in payment therefor. 
It is also possible for litigation to arise over 
the question as to which came first, the plan 
of liquidation or the sale of the property. 
Finally, circumstances may arise wherein 
it becomes impossible to complete the sale 
and required distribution of the corporate 
assets within the 12-month period, or the 
period may be by-passed in error, and the 
double tax (which could have been avoided 
by other methods, previously described) will 
result. 


It is important to note that although a 
foreign corporation may not avail itself of 
the “tax free” provisions of Section 332 
where the principal purpose of the exchange 
is to avoid federal income taxes, and a for- 
eign corporation may never avail itself of 
the benefits of Section 333, there is no re- 
striction whatosever in the 1954 Code with 
respect to the use of Section 337 by a for- 
eign corporation. A nonresident alien, not 
present in the United States during the tax- 
able year, owning stock of either a domestic 
or foreign corporation in the United States, 
may possibly avoid the tax to the corpora- 
tion as well as to himself by having the 
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corporation utilize Section 337, since capital 
gains under these conditions are not taxable 
to him in any event. However, the act of 
dissolution might be attacked by the Com- 
missioner as constituting physical presence 
in the United States by means of an agent, 
and a tax on the capital gain resulting from 
the dissolution might follow. 


CONCLUSION 

Findings 

It has been shown that there are several 
methods available for the disposition of 
corporate assets which have appreciated in 
value, together with the corporate shell, and 
that tax avoidance is possible by the use 
of specific methods depending on existing 
conditions and facts. It has also been 
shown that the recent attempt by Congress 
to eliminate “the trap for the unwary” where 
the avoidance of the double tax is sought, 
by the enactment of Section 337 as part of 
the Internal Revenue Code of 1954, has not 
altered the tax aspect as it previously stood 


by any considerable degree. The trap has 
not been eliminated but merely changed. 


Section 337 has been revealed as not being 
a “cure-all” to be availed of indiscriminately, 
but at best a “pain killer” where negotia- 
tions for the sale of corporate property have 
inadvisably been commenced by or for the 
corporation prior to the intended liquida- 
tion. In the event of an installment sale, 
the pain is not killed in the entirety but 
merely alleviated, since the double tax is 
avoided but the economic hardship of an 
immediate payment of the tax at a time 
when the cash is not yet available from 
the purchaser’s payments still remains. 

In the above-mentioned situation, if there 
is no likelihood of a breach of contract law- 
suit arising out of the refusal to proceed 
with the contemplated sale, it might even 
be advisable to discontinue these negotia- 
tions and commence other negotiations for 
the sale of the corporate stock or for the 
other advantageous methods of liquidating 
the corporation prior to the sale of the 
corporate property, in order to obtain maxi- 
mum tax advantage with respect to the 
entire transaction. It is important, however, 
that all the new negotiations be conducted 
by the shareholders in their own rights, 
rather than by the corporation or its agents, 
and that the sale of the stock or the corpo- 
rate assets be made to entirely new parties 
who have no relation whatsoever with the 
parties of the prior negotiations. Thus, the 
hazards of Court Holding Company are 
avoided without resorting to Section 337. 
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The various methods available for the dis- 
position of the appreciated corporate prop- 
erty; together with the corporate shell, as 
they exist today, are summarized below. 
Also summarized are the main advantages, 
disadvantages and other points of interest 
attached to each. 


Sale of Capital Stock 


The sale of the capital stock of the cor- 
poration has proven to be the best possible 
method of disposing of the corporate assets 
in order to avoid the double tax. The addi- 
tional advantage available to all sharehold- 
ers is that the benefits of installment sale 
reporting may be availed of where the 
statutory requirements of the installment 
method of reporting are met. Although the 
capital gain treatment is ordinarily available 
rather than the more expensive tax treat- 
ment afforded to ordinary income, upon the 
sale of the stock, this is not true where the 
corporation is a collapsible corporation or 
where the stock is held by a dealer in secu- 
rities intended for sale to customers in the 
ordinary course of business. This method 
should only be used where the necessary 


precautions have been taken to avoid the 
Court Holding Company situation. 


Complete Liquidation (Prior to Sale) 


Where the sale of the corporate stock is 


not possible due to the insistence of the 
prospective buyer and where no other ad- 
vantageous offer of purchase is received, 


the next best means of disposing of the 
corporate assets is by complete liquidation 
of the corporation prior to the sale by the 
former stockholders. The double tax is also 
avoided by means of the complete liquida- 
tion prior to the sale, as in the case of the 
stock sale, but the installment method of 
reporting the taxable gain is ordinarily not 
possible. The existence of a collapsible 
corporation also causes the taxable gain to 
be treated as ordinary income rather than 
capital gain, as in the case of a stock sale, 
and prevents the use of the “one calendar 
month” liquidation. The various methods 
of complete liquidation (prior to the sale of 
the corporate property) are summarized be- 
low. (It should be cautioned again that the 
Court Holding Company situation should be 
avoided in all these cases.) 


Section 331 


The double tax is avoided. The install- 
ment method of reporting the gain on dis- 
solution is not possible. Very little, if any, 


Disposal of Corporate Assets 


further gain or loss results upon the sub- 
sequent sale of the property received in 
liquidation. 


Section 332 (‘‘Tax Free’’ Liquidation) 


The double tax is avoided, the one tax 
that is asserted: being postponed until the 
parent corporation that liquidates its sub- 
sidiary consummates the subsequent sale. 
The installment sale method of reporting 
the gain on the subsequent sale is possible 
where the statutory conditions of the install- 
ment method of reporting exist. This method 
of liquidation only applies to the case of the 
parent corporation which on the date of the 
adoption of the plan of liquidation and up 
to the date of the receipt of the property 
possesses at least 80 per cent of the total 
combined voting power of all classes of 
stock entitled to vote and possesses at least 
80 per cent of all other classes of stock 
(except nonvoting stock which is limited 
and preferred as to dividends). The Kimbell- 
Diamond situation liquidation—which is a 
form of Section 332 complete liquidation 
except for the fact that the stock-holdings, 
as above, are acquired by purchase during 
a period of not more than 12 months, not 
more than two years before the date of the 
adoption of the plan of liquidation, the 
latter being of or after June 22, 1954— 
results in no taxable gain since the basis 
of the stock purchased becomes the basis 


of the assets received in liquidation. 


Section 333 
(“One Calendar Month" Liquidation) 


The double tax is avoided, and the total 
taxable gain is reportable at the time of the 
ultimate sale after the liquidation provided 
that no accumulated earnings since Febru- 
ary 28, 1913, exist and provided that no 
money and stock or securities acquired by 
the corporation after December 31, 1953, 
appear in the corporation’s balance sheet at 
the time of the dissolution. To the extent 
of the greater of its ratable share of the 
accumulated earnings or money and stock 
or securities above mentioned, if any, the 
corporate shareholder reports capital gain 
upon the dissolution and the balance of the 
total tax upon the sale of the property 
acquired in liquidation. The noncorporate 
shareholder reports ordinary income on his 
ratable share of the accumulated earnings, 
if any, and capital gain income on _ his 
ratable share of money and stock or securi- 
ties, if any in excess of the accumulated 
earnings, and the balance of the total gain 
upon the sale of the property acquired in 
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liquidation. Where the installment condi- 
tions of the statute are conformed with, the 
installment method of reporting gain is 
available with respect to the sale that takes 
place after the liquidation. 


Since this method of liquidation is of an 
elective nature, only available in the case 
of noncollapsible domestic corporations to 
all noncorporate shareholders and those corpo- 
rate shareholders possessing less than 50 
per cent of the combined voting power of 
all classes of stock entitled to vote upon 
the adoption of the plan of liquidation at 
any time between January 1, 1954, and the 
date of the adoption of the plan, both dates 
inclusive, we find two more groups of share- 
holders, included herein, which may take 
advantage of the installment sale method 
of reporting, at least to the extent of the 
nonrecognized gain at the time of the liqui- 
dation. (Parent corporations liquidating 
under Section 332 have been previously 
shown to have this advantage.) Therefore, 
the only groups of shareholders who may 
not avail themselves of the installment 
method of reporting any portion of the 
taxable gain by means of a complete liqui- 
dation prior to the sale are noncorporate 
shareholders in foreign and collapsible cor- 
porations and corporate shareholders in 
noncollapsible domestic corporations which 
possess 50 per cent or more of the combined 
voting power of all classes of stock entitled 
to vote upon the adoption of the plan be- 
tween the dates specified above and which 
do not qualify under the “tax free” provi- 
sions of Section 332. 


Section 333 is the only form of complete 
liquidation mentioned above which requires 
an election that must conform strictly to the 


manner as prescribed in the Code and 
regulations. In the case of the other forms 
of liquidations referred to above, the law 
follows the facts and no election is required. 
Since the election, once made, is binding 
and irrevocable where the conditions out- 
lined in the statute have been followed, 
care should be exercised in deciding whether 
or not to be governed by Section 333. At 
times, the existence of a large accumulated 
surplus due to earnings may result in an 
undue burden causing a noncorporate share- 
holder to be taxed at ordinary rates for 
that which would have normally been taxed 
at capital gain rates, and the advantage 
gained by the installment method of re- 
porting on the balance of the gain may be 
outweighed by the greater tax rate oc- 
curring at the time of the liquidation on 
the recognized gain. 


642 


September, 1956 °@ 


Complete Liquidation (After Sale)— 
Section 337 


The one remaining method of disposing 
of the corporate assets is by means of Sec- 
tion 337, whereby the sale of the property 
is first consummated by the corporation 
after adopting a plan of liquidation and 
then liquidating the corporation by distribut- 
ing its remaining assets within 12 months 
from the date of the adoption of the plan 
of liquidation. The tax on the gain is for- 
given to the corporation as a matter of law, 
and only one tax results to the shareholders. 
This method is not available to a collapsible 
corporation, in the case of a “one calendar 
month” liquidation under Section 333 or 
in a nontaxable intercorporate liquidation 
under Section 332. A limited degree of non- 
recognition is granted in the case of a 
Kimbell-Diamond situation. No installment 
method of reporting, however, is available 
for the shareholder, who must pay the tax 
due on the gain realized on the corporate 
stock at the time of the liquidation, even 
though the proceeds from the sale will be 
received over the next several years. 


This method is recommended only when 
negotiations have already been commenced 
by, or in behalf of, the corporation and 
the contemplated sale must take place. So 
long as the final sale has not been con- 
summated, by the turning over of title, the 
corporation may comply with the statute 
and obtain the otherwise unobtainable ad- 
vantage of the avoidance of the tax on the 
sale to the corporation, which would ordi- 
narily precede the tax to the shareholders 
at the time of liquidation. This avoids 
the Court Holding Company situation. 


However, other problems may arise which 
may cause the same undesirable result as 
the Court Holding Company situation. Liti- 
gation might result where the Commissioner 
contends that the sale preceded the adop- 
tion of the plan of liquidation. Litigation 
might result as to whether the corporation 
and the shareholders properly conformed 
to the Code and regulations with respect to 
the filing of the required forms and other 
information. Litigation might result as to 
whether or not the corporation actually 
distributed all of its property (other than 
the assets retained to meet claims) within 
the required 12 months, since there’ may 
be differences of opinion as to whether such 
arrangements were made in good faith and 
whether or not they are reasonable. In 
addition, circumstances may arise where 


(Continued on page 646) 
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Boston Attorney 


The Equitable Justification 
for the Capital Gains Tax 


Presented below is a philosophic—as opposed to technical—discussion of the 


existing dissatisfaction with and the alternatives for the capital gains tax. 


The 


author outlines the present necessity for such a tax and lists 


some justifications for its existence. 


He concludes with the transition problems 


which would be involved in repealing it. 


INCE its inception, it seems investors 

have been complaining about the capital 
gains tax, but nothing has been done about 
it. The writer believes that nothing will be 
done until the complainants face up to the 
fact that except for this tax one kind of 
true income would escape taxation, and that 
before it can be repealed some other method 
of taxing this income must be devised. 


If General Motors rises from 30 to 90, its 
rise will be due to one of a number of 
factors, including inflation (the worth of 
its plant has tripled and its stock ought to 
respond accordingly); a drop in the interest 
rate; and fortunate or prudent selection by 
the investor. So far as these three factors 
are concerned, an excellent argument can be 
made, as developed hereafter, that none of 
these increments represents true income. 
The rise in General Motors may also be due 
—and we can say with confidence that it 
will be due in part—to retained earnings. 
A stockholder’s true return on an invest- 
ment is only in part represented by the 
dividends paid. Another perhaps equally 
valuable part of his return is represented 
by his equity in the retained earnings. The 
value of his investment may not be im- 
mediately increased by the amount of the 
retained earnings, but over the long pull he 
can be reasonably confident that the value 
of his investment will reflect, perhaps not 
dollar for dollar but in substantial measure, 
these earnings withheld from him. When 


requires that some tax be imposed on this 
deferred income. 


It is true that this income will have been 
subjected to corporate tax, but in view of 
the fact that the same tax has been in- 
curred by corporations distributing their 
earnings and that the economic incidence of 
the tax is doubtful, the equities of our pro- 
gressive tax system require some further 
tax at this point. 


There are other minor types of true 
income which would escape taxation entirely 
if the capital gains tax were repealed. How- 
ever, we need spend little time on these as 
they represent special exemptions from ordi- 
nary income treatment; the problem could 
be readily met by withdrawing or qualifying 
the exemption. The following instances are 
illustrative only: sale of oil and gas prop- 
erties to the extent drilling and other costs 
were expensed; sale of farm or livestock 
to the extent farmer was allowed to expense 
what were essentially improvements, or 
the cost of livestock; lump-sum proceeds 
of a pension or profit-sharing plan;* sale of 
patent rights by an inventor.’ 


To secure the repeal of the capital gains 
tax, the investment world must, in the 
writer’s opinion, put forward some alternate 
plan for taxing the stockholder’s deferred 
receipt of retained corporate earnings. This 
might be done by taxing (as ordinary 
income) the stockholder’s gain only to the 
extent that it did not exceed the net retained 


this increment is realized by sale, equity 


1 Sec. 402(a)(2). 

2 Sec. 1235. 

* For simplicity this would have to be com- 
puted from the close of the corporation's fiscal 
year before the acquisition to the close of the 


Capital Gains Tax 


earnings of the corporation since acquisition.’ 


year before the disposition. These figures pre- 
sumably would be available in capital changes 
services which a taxpayer at present usually 
needs to consult anyway to determine his gain. 
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In view of the increased distribution of stock 
ownership, this conception may not be prac- 
ticable, but is worth consideration. The 
burden would have to be put on the share- 
holder to prove whether and to what extent 
the gain exceeded the retained earnings. 


The simplest alternative would, of course, 
be to treat a corporation as a partnership 
is treated and tax the stockholder on all 
of the earnings, whether distributed or not. 
This treatment is manifestly not practicable 
for the large publicly held corporation. First, 
the small stockholder would not be aware 
that he should report as income his share of 
the earnings, instead of the dividends received, 
would lose any notices from the company, 
would be hopelessly confused, and just would 
not bother anyway. Second, it might leave him 
owing taxes without any means of securing 
the dividends to meet the taxes. None of 
these objections is applicable to the closely 
held corporation. It would be entirely prac- 
ticable to tax the owners of close corpo- 
rations as if they were partnerships, and 
indeed only in this way can investment 
income be fully integrated into our pro- 
gressive tax system. As matters now stand, 
even the corporation income tax plus the 
capital gains tax still allows the owner of 
a successful incorporated business to avoid 
a substantial part of what Congress has 
declared to be the appropriate tax burden 
of a man with such an income. Bear in 
mind that the capital gains tax is not only 
entirely avoided by death, but its burden 
is cut in half or more by being deferred. 
This tax avoidance has led some, such as 
speakers for organized labor, to consider 
the capital gains tax, far from being a 
capital levy as investors claim, to be instead 
a special privilege. 

The Senate Finance Committee as a part 
of its revision of the Code proposed to allow 
closely held corporations to be taxed as 
partnerships at their option.* This was 
eliminated in conference. The writer sug- 
gests that it be revived and made manda- 
tory. If a stockholder owned actually or 
constructively—applying the usual construc- 
tive stock ownership rules of the Code *— 
say, 15 per cent of the stock of a corpo- 
ration, he would be taxed in the same way 
as is a partner. It would seem to be no 


objection that the corporation might have 
other small stockholders. As to their shares 
of the earnings, they and the corporation 
would be taxed the same as any other 
stockholders and corporation.’ 


The writer advances these suggestions 
only from the point of view of an equitable 
tax system. Jt may well be that the exemption 
of retained corporate earnings from the full 
impact of the upper brackets is a necessary 
safety valve without which our progressive tax 
system would smother enterprise, or that this 
qualified exemption is necessary to stimulate 
capital to take risks in new ventures rather 
than stagnate in safe existing enterprises." 
All of these very real questions are without 
the scope of this article. 


The problem of the publicly held corpo- 
ration remains. The only remaining solution 
the writer perceives is to levy a tax on the 
retained earnings at the source. This is 
only a partial solution, as the tax needs 
must be at a flat rate and thus will not 
fully integrate with our progressive tax 
system, but then the existing capital gains 
tax has a 25 per cent ceiling. 


Some may say that the existing corpo- 
ration tax is exactly the tax described. 
This is not true, as the existing tax applies 
to all earnings and thus discriminates against 
the company which distributes its earnings. 
This discrimination can be removed in one 
of three ways: 

(1) Give the corporation a deduction for 
dividends paid, at least to some substantial 
extent. 


(2) Give the stockholder credit for cor- 
porate tax paid at least to some substantial 
extent. The 1954 Code gives 4 per cent credit," 
but this is not enough to be significant. 
If Congress feels that some corporate tax 
should be retained either as payment for 
the privilege of doing business in corporate 
form or as a type of sales tax, this is all 
right, but the existing discrimination against 
distributed earnings must be at least ma- 
terially reduced. The writer prefers the 
first method. Congress has made a begin- 
ning on the second. If for political or 
revenue reasons Congress finds it impos- 
sible to adopt either of the first two methods, 
except to a token extent, only the third 
method remains. 





* Sec. 1351 of the Code as passed by the Sen- 
ate (not more than ten shareholders all actively 
engaged in the business). 

5 Sec. 318. 

*Compare the special treatment of minority 
stockhoiders under Secs. 332 and 333. As a mat- 
ter of mechanics it would probably have to be 


done by imposing the tax on all the earnings 
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and giving credit to the substantial stockholders 
for their share of the tax on the corporation. 

' For suggestive reading along these lines see 
the Harvard Business School studies on ‘‘The 
Effects of Taxation,”’ particularly ‘‘The Ef- 
fects of Taxation on Investments by Individ- 
uals.”’ 


§Sec, 34. 
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(3) Impose a special penalty tax on retained 
earnings (with appropriate provisions for 
carry-back and carry-forward of unused 
dividends-paid credit). This is of course 
the undistributed profits tax of distasteful 
recollection. Considered as a _ punishment 
for prudence and growth it is indeed abom- 
inable; consider it rather as an equitable 
substitute for personal surtaxes, and it will 
be seen to be fair and reasonable. 


Once that part of a stockholder’s return 
represented by the increase in value of his 
stock due to retained earnings has been 
subjected to a special tax at its source, 
there is no longer any reason to tax it 
again upon realization by sale, and unless 
some other justification for the capital gains 
tax can be advanced it should be repealed. 
This brings us to the second part of our 
inquiry, which will be more to the liking of 
the investment community. 


We now come back to the other factors 
that may have caused General Motors to go 
from 30 to 90, and consider with respect to 
each one whether the imposition of a tax 
is justified. 


Inflation.—This probably has been the 
major factor behind the rise of security 
prices in the last 15 years. Because money 
has lost half its value the plant is worth 
twice as much, the sales are twice as much, 
the profits are twice as much, and the stock 
should be worth twice as much in dollars. 
This is the greatest hardship of the capital 
gains tax. The stockholder, who in no real 
sense is any better off, has a tax inflicted 
on him because the government has juggled 
the monetary symbols. 


Change of interest rates—The investor 
has bought, say, a utility on an 8 per cent 
basis; because of a change in interest rates 
the utility now sells on a 5 per cent basis. 
His income is just the same, he has the 
same amount of money to spend. It is hard 
to see why he should be taxed. 


Fortunate or successful investment selec- 
tion.— The investor’s investments have gone 
up in value because either by luck or by 
skill he has picked successful ones. He is 
definitely benefited, and it may seem as if 
it were appropriate to tax him, but this 
does not stand up on analysis. His invest- 
ments have gone up in value say from 
$100,000 to $200,000. He certainly is able to 
bear a heavier burden of taxation, but he 
will do this automatically as his income, of 
course, will have doubled also. The question 


® Sec. 101(a). 
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is, is he able to bear a heavier burden than 
the man whose investments have remained 
stable at $200,000? Psychologically he is, 
as it is very difficult to cut into an estab- 
lished standard of living, while parting with 
gravy comes easily. Taxation might well 
be based on this factor and a heavier tax 
imposed on those whose incomes have in- 
creased, but this has not been done else- 
where and there seems to be no reason for 
making an exception in the case of increase 
of income by successful investing. The 
businessman whose profits have doubled, 
the salaried man whose salary has doubled, 
the legatee whose income has doubled because 
of gifts or inheritance—none of them pays 
any more than the tax applicable to his new 
bracket. Why should the investor do so? 
The current exemption of the excess of life 
insurance proceeds over premiums paid ® is 
significant. This exemption is not due to 
its being an inheritance, as the exemption 
extends to cases where the decedent paid 
none of the premiums; nor is it exempt as 
indemnity for loss, because often the death 
is no loss, as in business purchase insurance. 
The exemption would seem to represent a 
feeling that such amounts are not true 
income. 


It is the writer’s conclusion that once the 
problem of realization of deferred income 
through retained earnings has been solved, 
no further justification for the capital gains 
tax remains. 


The problem of the trader should be 
mentioned, since he is the bogeyman always 
brought forth when the abolition of the 
capital gains tax is considered. A person 
who regularly trades in securities or other 
items, intending to make money by provid- 
ing a market, is a businessman providing 
a service, whether he is also a broker or 
not, and his profit is business income. This 
problem can be readily solved by proper 
definition of business income and capital 
assets, perhaps supplemented by a holding 
period requirement. 


Signs are not wanting that Congress is 
not and never has been sold on the idea 
that capital gains and losses are real income 
and expense. First, there is the fact that 
capital losses have been allowed as a deduc- 
tion only to a very limited extent. Deductions 
are, of course, a matter of Congressional 
grace, but if capital losses are really negative 
income it is unconscionable and arbitrary 
for Congress to limit their deductibility so 
strictly. Can one see, for instance, Con- 
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gress refusing to allow business losses to be 
deducted from other income?” 


Second, Congress has gradually and in- 
creasingly provided for nonrecognition of 
gain in certain transactions. Granted, these 
nonrecognition provisions in form only post- 
pone the taxation of gains, but remember 
that postponing a gain not only sharply 
reduces the impact of the tax, but will 
in many cases entirely avoid it, due to the 
acquisition of a new basis by death. A par- 


tial list of these tax-free transactions and the 
year of adoption, if since 1939, is given below.” 


The writer believes that this ever-expand- 
ing list of transactions in which gain is not 
to be recognized is symptomatic of a basic 
disbelief of Congress in the conception that 
capital gains and losses are real income 
and expense. These signs lead him to 
believe that the repeal of the capital gains 
tax, once the problem of the taxation of 
retained corporate earnings in solved, is not 
only demanded by equity but possible of 


attainment as a matter of practical politics. . 


Assuming that the problem of tax-favored 
retained earnings is met and solved, and 
the capital gains tax is repealed (prospec- 
tively), difficult transition problems arise. 
Existing accumulations of earnings will not 
have been fully taxed. So far as close 
corporations are concerned, it would seem 
that the stockholders might be required to 
include in their income, subject to being 
spread over five years, an amount equal 
to prior accumulated earnings upon their 
realization by sale of the stock. This might 
not be practicable for publicly held corpo- 
rations and the best solution here would 
seem to be to retain the capital gains tax as to 
previously acquired securities (including 
those subsequently acquired in a tax-free 
transaction for previously acquired secur- 
ities), gradually reducing the rate over a 
period of years. About, say, ten years 
from the repeal of the capital gains tax it 
would be unlikely that a significant part 
of any gain would represent prerepeal earn- 
ings, and the capital gains tax could be 
finally laid to rest. [The End] 


DISPOSAL OF APPRECIATED CORPORATE ASSETS TOGETHER WITH 
THE CORPORATE SHELL—Continued from page 642 


the required distribution cannot be made 
within the required 12-month period. Any 
of the preceding causes may result in an 
initial tax to the corporation which could 
be avoided by the use of one of the previ- 
ously recommended methods, which, if 
complied with, would definitely avoid the 
double tax without resorting to Section 337. 


Conclusion 


By means of this paper, the author has 
presented all the possible methods by which 
corporate assets which have appreciated in 


value may be disposed of by the share- 
holders, together with the corporate shell, 


*” Sec. 270, limiting the deductibility of losses 
where there have been five consecutive years 
of losses, was designed to catch by mechanical 
means so-called ‘‘hobby’’ operations not really 
entered into for profit. 

™ Sec. 332: ‘‘Complete Liquidations of Sub- 
sidiaries’’ (expanded in 1954 Code). 

Sec. 333: ‘‘Election as to Recognition of Gain 
in Certain Liquidations’’ (1943 Act). 

Sec. 337: ‘‘Gain or Loss on Sales or Exchanges 
in Connection with Certain Liquidations’’ 
(allowing tax-free sale of properties by liqui- 
dating corporation; new with 1954 Code). 

Sec. 351: ‘Transfer to Corporation Con- 
trolled by Transferor."’ 

Sec. 354: ‘‘Exchanges of Stock and Securities 
in Certain Reorganizations.”’ 

Sec. 361: ‘‘Nonrecognition of Gain or Ldss to 
Corporations’’ (pursuant to reorganization). 
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and has shown which methods are most 
advantageous taxwise, depending on par- 
ticular circumstances. Section 337 has been 
shown to be an overrated method of avoid- 
ing the double tax, less desirable than the 
other methods in most instances, and even 
dangerous to use under some circumstances. 
Finally, the necessity for proper and thorough 
consideration of all existing facts and con- 
ditions together with a thorough knowledge 
of the existing tax laws and court decisions 
have been shown to be essential in order to 
arrive at the most advantageous decision 
as to which method to employ, especially 
where an installment sale is contemplated. 

[The End] 


Sec. 371: ‘‘Reorganization in Certain Re- 
ceivership and Bankruptcy Proceedings’’ (1943 
Act). 

Sec. 1031: “‘Exchange of Property Held for 
Productive Use or Investment."’ 

Sec. 1033: ‘‘Involuntary Conversions"’ 
panded in 1954 Code). 

Sec. 1034: ‘‘Sale or Exchange of Residence” 
(1951 Act). 

Sec. 1035: ‘‘Certain Exchanges of Insurance 
Policies’’ (new in 1954 Code). 

Sec. 1036: ‘Stock for Stock of Same Corpora- 
tion."’ 

Sec. 1071: ‘‘Gain from Sale or Excharige to 
Effectuate Policies of F. C. C.’’ (1943 Act). 

Sec. 1081: ‘‘Nonrecognition of Gain or Loss 
on Exchanges or Distributions in Obedience to 
Orders of S. E. C."’ 


(ex- 
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Articles 


The Touch Is Never Light 


The words “taxation” and “taxing,” we 
are told, come from the Latin word tarare, 
which ‘means to touch sharply. Taxes never 
touch lightly, and probably in those old, 
old days—when their true name was tribute 
—they touched the taxpayer sharply in 
more ways than through the purse. 


As we are told in the Bible, what we 
now call “taxes” was called the “census” 
and “tribute.” Tax collecting in ancient 
days was a concession which was bid for 
and bought from the government; and in- 
stances are related of when the poor tax- 
payer had nothing to give the tax collector 
on his visit except, perhaps, a slave or a son 
or daughter who could be sold into slavery. 
The taxpayer was then given credit against 
his taxes for 30 pieces of silver. 


Unfortunately, there is a dearth of litera- 
ture dealing with taxation in ancient times. 
Having found, in the July-August, 1956 
issue of the Canadian Tax Journal, an inter- 
esting little piece written by Gwyneth 
McGregor, “Taxation in the Ancient World,” 
we thought you would enjoy reading it in 
full text: 

Taxation is as old as civilization, for 
as soon as there came into existence an 
organized community, there had to be taxes 
in some form or other for its support. 


The oldest civilizations of the ancient 
world* were the oriental empires of Egypt 
and of Babylon and Assyria. Their tax 
systems are not only interesting and in- 
structive in themselves but also important 
in the influence they exerted over the sys- 
‘tems of the later civilizations of Greece 
and Rome, and so indirectly on those of the 


modern world. 


The main taxation principles of the ori- 
ental monarchies were that all land be- 
longed to the king; that its tillers paid 


* The eastern empires of China and India are 
not dealt with in this article. 
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their taxes as a kind of rent; and that every 
member of a community must contribute to 
its welfare, sacrificing private to public in- 
terests. The first two tenets are outmoded 
but the third is still the basis of taxation 
everywhere. In the ancient world the poor 
generally contributed labour—of themselves 
and their beasts—and the rich money or 
its equivalent; and the enforcement of these 
obligations was the responsibility of the 
government. Its agents, including tax col- 
lectors, were not paid, their work being 
part of their contribution to the state. 
Human nature being much the same then 
as it is now, there were always people who 
were rich and influential enough to dodge 
their share of taxation—and with consider- 
ably more success than meets such efforts 
today. There was a great deal of injustice 
and oppression, as was natural in countries 
with a sharply distinguished line between 
rich and poor, peasant and noble. How- 
ever, one of the things that strikes the 
reader of ancient history is the surprising 
modernity of many of the tax methods of 
assessment and administration thousands 
of years ago. 

In all ancient civilizations land was the 
main source of revenue; all of them had 
customs duties; several had some form of 
death duty; and each developed other fields 
of taxation according to their individual 
needs and resources. One of the most 
familiar features of taxation in the ancient 
world is the important part played by the 
needs of war in the assessment and col- 
lection of taxes, and as civilization developed 
and war became more complex those needs 
became more pressing and taxation corre- 
spondingly heavier. The march of “progress” 
is a depressing matter in many ways. 


In order to look for the beginnings of 
taxation, we must go back some 6,000 years, 
for there is evidence that there existed in 





Egypt, in the year 4241 B. C., a people 
sufficiently civilized to observe the stars 
and. make calculations which enabled them 
to fix the solar year. These people lived 
in the Nile valley, and since their livelihood 
would depend on irrigating the land, it is 
natural to suppose that trenches and canals 
had to be built and that someone had to 
organize and carry out the work. Probably 
the organizer was a sort of chieftain, who 
would exact labour and tribute from the 
people to whom water was supplied. 
This period of Egyptian history is known 
as the predynastic age. The date of its be- 
ginning is unknown, and our knowledge of 
it is based on archeological and legendary 
material. It is known, however, that at this 
time Egypt was divided into two parts, 
north and south, each with its own king. 
Somewhere around the year 3500 B. C. 
begins the dynastic period, and from that 
time on there are some records to help the 
historians, some dating from the period 
itself and some made a little later. These 
consist mainly of hieroglyphs on tombs, 
showing the names of the early kings, and 
of what is known as the Turin papyrus, 
which gives not only names but regnal 
dates of the kings. During the first three 


dynasties hieroglyphic writing—which was -‘ 


also pictorial art—was in an experimental 


stage, but by the [Vth Dynasty it had crys- 
tallized in form and much of it has been 


deciphered by archzxologists. At this time 
began a settled administration in which the 
country became united under one king, 
around whom were chroniclers, official 
recorders and certainly tax collectors who 
brought in the wealth which supported the 
court. 


By about 3000 B. C. there is ample evi- 
dence of the tax collecting organization. 
This was the period when the pyramids 
began to be built, and there are numerous 
records in existence. Egypt’s kings, called 
Pharaohs from the word for Great House, 


had two kinds of officials—local officials in 


places all over the country who tried law 
cases and collected taxes, and central offi- 
cials who lived near the palace in the capital. 
These men had records of taxpayers and 
what they owed, and they issued receipts— 
a kind of organization that did not appear 
in Europe until the days of the Roman 


Empire. 

Land was the main basis upon which 
wealth was assessed, and taxes were levied 
not in money—for there were no coins— 


but in produce. This consisted of livestock, 
grain, wine, honey, linen and so on, which 
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was stored in buildings surrounding the 
palace and formed the king’s treasury. These 
buildings made up a city, which started at 
Gizeh and extended to the south, and was 
later called Memphis. Its houses have dis- 
appeared, but the pyramids remain. 


The Egyptian feudal age—about 2000 
B. C.—is so called by historians because 
it was characterized by the rule of power- 
ful noblemen, as in medieval Europe. It 
was a highly cultivated age, as is shown by 
many records on papyrus rolls, which reveal 
great learning. At this time appeared the 
Drama of Osiris, the earliest known play, 
which had dialogue, stage directions and 
pictures of action. In the realm of science, 
a treatise exists on medicine, referring to 
the brain for the first time in a known 
written document, and showing the recog- 
nition of nervous control of the lower limbs 
by the brain. Surgical stitching is also 
mentioned for the first time. Men were 
studying arithmetic, algebra and geometry, 
and had made rules for calculating the 
area of the circle and the triangle. They 
had arrived at the value of “pi’—7—at 
3.1605, which is pretty near the figure 
known to us today. The main tax interest 
of this highly developed phase of early 
Egyptian civilization is the compilation of 
census lists, principally for facilitating the 


collection of taxes. 
About 1500 B. C. Egypt entered upon a 


new era. The country had been conquered 
by the Hypsos, and when after an occupa- 
tion of several centuries they were expelled 
by Ahmose, founder of the X VIIth Dynasty, 
there was left a legacy of hatred of the 
Asiatics and a determination to conquer 
Asia. Egypt then became a military state, 
bent on war and conquest, and the aim of 
the Pharaohs of the period was to make the 
country strong internally and tod put its 
economic system on a firm basis in order 


to provide the funds for war. Taxation 
therefore acquired a new importance. 


For taxation purposes, all lands and 


other property were recorded in tax regis- 
ters in the treasury, which was known as 
the White House, and taxes were assessed 
on the basis of these records. Payment 
was still in kind, and huge repositories were 
necessary to hold all the tribute. All the 
products lodged in the White House were 


called “labour,” the work being used as 
we use “taxes.” This is about the period 
when the Biblical figure of Joseph is be- 
lieved to have appeared in Egypt, and ac- 


cording to Genesis the taxes were a fifth 
part of all produce. 
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There were two viziers, appointed by the 
Pharaoh, who controlled the country and 
had charge of all the tax collecting. They 
ruled over a huge army of officials, and all 
incoming revenue and outgoing expenditures 
were shown on balance sheets in the viziers’ 
offices. A monthly fiscal report was made 
by all the local officials in order that the 
king could keep a check on his income and 
expenditure and estimate what his resources 
were at any given time; and since revenues 
were largely dependent upon the state of 
the harvests, the height of the river was 


also reported. All foreign tribute also passed 
through the hands of the southern vizier, 


and one of them, called Rekhmire, is shown 
in reliefs on his tomb receiving tribute from 
Asiatic vassal princes and Nubian chiefs. 


An important part of the king’s revenue 
is known to have come from a tax paid 
by the local officials on their offices. This 
was paid direct to the vizier and though 
its amount cannot be told with any degree 
of accuracy it is known to have been con- 
siderable. It is an interesting point that 
the vizier was not only the Minister of 
Finance, so to speak, but was also the 
controller of the army and navy, of the 
temples and of the country’s economic re- 
sources generally. He appears to have 
been regarded by the people not as an 
oppressor but as a “Protector,” and it is 


generally believed that this office was what 
the Hebrew writer had in mind when he 
described the position held by Joseph in 
Egypt. 

By about 1400 B. C., when Amenhotep 
III was Pharaoh, Egypt had become su- 
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preme in power in Asia and was ruler of 
Syria and Palestine (Canaan), with all the 
powers—Babylon, Assyria, Mitanni and 
Alashiya—bidding for her alliance and friend- 
ship. Trade flourished exceedingly, and 
with the growth of shipping in the Mediter- 
ranean pirates infested the Egyptian coast. 
The king therefore instituted a sort of 
marine police force which also maintained 
customs houses along the coast. All mer- 
chandise not consigned to the king was 
dutiable, and these duties provided a large 
slice of revenue. The land routes into the 
country were similarly policed, legitimate 
trade being encouraged, protected—and 
taxed. 


Under following Pharaohs local admin- 
istration grew lax and corrupt and, when 
Harmhab—a man of lowly birth who had 
been an official—became Pharaoh about 
1350 B. C., he set about reforming it. The 
poor were being victimized by fiscal and 
administrative officials, and Harmhab laid 
down a series of highly specialized laws to 
suit every case of which he heard. A guilty 
tax collector was sentenced to have his nose 
cut off and to be banished. To meet the 
trouble caused by the fact that judges sent 
to seek out misgovernment were liable to 
condone it for a share in the spoils, Harmhab 


took the unprecedented step of remitting 
the tax levied on their offices, and allowing 
them to keep all the income therefrom, thus 
removing the need for illegal enrichment. 
This appears to be the first recognition of 
the need for probity in judges. 

Somewhere in the 7th century B. C. 
comes the first mention of an inheritance 
tax. Property transfers were taxed at 10 
per cent, and the transfer of property by 
inheritance was included in the tax. A 
record exists from a little time )ater, show- 
ing that a list of real property was kept to 
aid the imposition of this tax. It was the 
element of transfer, however, rather than 
that of death, that was emphasized—the 
death was merely the occasion for the trans- 
fer. This tax persisted through the 4th and 
5th centuries B. C., and in the 2nd century 
B. C. a true inheritance tax was applied to 
both personal and real property. 

In the 6th century B. C. Egypt was 
conquered by the Persians, and became part 
of a vast Persian empire, contributing her 
share to the huge taxation scheme organ- 
ized by Darius the Great for the support 
of the state and the armies. Egypt was 
ruled by one of the Persian “satraps,” or 
provincial governors, and it was at this time 
that money began to be used, in addition 


to payment in kind, in the collection of 
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taxes. The Persian government apparently 
believed in giving some service in return 
for the taxes it collected, for roads were 
built and a canal was made between the 
Nile and the Red Sea. 


In 332 B. C. Alexander the Great entered 
Egypt, which was then made part of the 
Greek empire, under the Ptolemies. The 
first Ptolemy was one of Alexander’s Mace- 
donian leaders, who made himself king of 
Egypt and the founder of a dynasty and of 
the Egyptian empire in the countries of the 
eastern Mediterranean, from Greece to Syria 
and from the Aegean to the Nile, and 
including Palestine. 

For the most part the Ptolemies used 
the existing Egyptian system of tax assess- 
ment and collection, for the Greeks had no 
such organization and found it too useful 
to abandon. However, they introduced the 
Greek system of tax farming. The tax 
farmers were local people, though the taxes 
were auctioned off at Alexandria, where the 
wealthy men of each district bid for them. 
The tax farmers worked under the close 
control of Ptolemaic officials, and a great 
deal of intrigue, bribery, corruption and 
cheating appears to have permeated the 
whole business. 

Under the Ptolemies, too, taxation was 
adjusted to the interests of the central 
power. A part of every city’s income was 
taken by the king, and royal officials con- 
trolled all expenditures. The peasants tilled 
the land and paid rent to the state, the 


amount being determined by the conditions 
each year—that is, by the height of the Nile. 


The first Ptolemy. needed large reve- 
nues to support his great war fleet and the 
armies of Greek mercenaries. He issued 
the first state coinage—as distinct from the 
coins issued under the Persian “satraps”— 
and collected his taxes in both coins and 
produce. In addition to the tax on land, 
there were taxes on houses and building 
lots, on slaves and on plying a craft, and 
the entire population except soldiers and 
officials paid a poll tax. There were heavy 
customs duties at all Egyptian ports, and 
the state drew considerable revenue from 
the monopolies which were introduced at 
this time in raw materials and manufactured 
goods. 

In addition to the taxes, forced labour 
was demanded. The peasants gave their 
own labour and that of their beasts, but 
the privileged classes could pay to be let 
off. However, even they had to take part 
in the Liturgies, or duties imposed by the 
state, according to their social position and 
abilities. 
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After a short spell of independence, Egypt 
was conquered by Augustus in 30 B. C. 
and became a Roman province, though it 
was regarded by the Emperor more as his 
private domain and the revenue from it 
went into the Imperial Treasury. During 
the next century heavy taxes in kind were 
levied on arable land, and were used to 
feed the people of Rome. 

In the 3rd century land was subject to 
assessment for the military amnona and for 
other special occasions and emergencies. 
The original assessments were low, to en- 
courage local production and to avoid the 
necessity for imports, and the Ptolemaic 
rates were continued by the Romans with- 
out change. Animals were taxed per head, 
and there was a tax on irrigation works on 
private land. 

The poll tax during Roman times was 
known as the census tax, because its col- 
lection was based on the census taxation 
system reformed by Diocletian in 297, with 
the object of equalizing the incidence of 
tax. Apparently two basic taxes were 
planned by an edict of 296: a fixed quota 
in wheat for each division of land according 
to its quality; and a tax, presumably in 


"money, on certain age groups in rural dis- 


tricts—the per capita tax. The records are 
not very clear, and there is no mention of 
whether the taxes were imposed on the 
urban population, or whether all the other 
numerous taxes were to be eliminated. 
(Customs duties were under Imperial con- 
trol and were not included in the edict.) 
The taxes were determined for cycles of 
five years, which after 312 were increased 
to fifteen years. 


It is not known whether the per capita 
tax was assessed, but it seems that it be- 
came more of a tax on property, since the 
Egyptian peasant was by now the owner 
of his leasehold property. So the jugatio 
(tax in kind) and the capitatio (probably in 
money) were in principle similar in that 
both were based on real property. Pro- 
ductive capacity, or income, seems to have 
been disregarded, and a uniform tax put 
directly on arable land. The earlier Roman 
practice had been to tax land on produc- 
tivity, and it is questionable whether the 
new tax on area alone was more equitable. 

There was also during this time a tax 
on trades, though this may have been 
abolished by Diocletian. Trades were or- 
ganized into guilds, which the Romans used 
as the tax collecting unit. Here also pro- 
ductive capacity was ignored, and each 
artisan in a guild paid the same amount. 
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Meetings of Tax Men 


University of Chicago.—According to an 
advance program, sessions of the University 
of Chicago Law School Ninth Annual 
Federal Tax Conference (October 24-26) 
will be presided over by Paul F. Johnson, 
Frederick O. Dicus, William M. Emery, 
Walter J. Blum, Frederick R. Shearer and 
William N. Haddad. Speakers will include 
Russell C. Harrington, Norman A. Sugar- 
man, William K. Stevens, James P. John- 
son, Boris I. Bittker, Irving I. Axelrad, 
Leslie Mills, George Stinson and Robert 
Wales. In addition, four of the sessions 
will be followed by panel discussions; a 
round-table discussion will be a feature of 
a fifth; and the last meeting will be devoted 
to a mock trial, with Allin N. Pierce acting 
as presiding judge and Francis N. Uriell 
as taxpayer counsel. 

Further details may be obtained from 
Professor Blum or from James M. Ratcliffe, 
assistant dean of the law school. 


New York University—The New York 
University Fifteenth Annual Institute on 
Federal Taxation will be held November 
7-16 at the Hotel Statler, New York City. 
It will “provide a forum for tax practitioners 
at which they can listen to and participate 
in high level talk,” sessions being “con- 
ducted on the assumption that registrants 
have a working knowledge of tax law.” 


A $160 registration fee provides for ad- 
mission to all sessions, and covers outlines 
and other materials. A limited number of 
single-day reservations (not including the 
November 15 supper session) will be avail- 
able, if space permits, at a fee of $25 per 
day. Registration requests—with checks 
payable to New York University—can be 
mailed to Henry Sellin, Executive Director, 
Institute on Federal Taxation, New York 
University, 1 Washington Square, New York 
3, New York. 
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Tax Practice Institute—The 1956 pro- 
gram of the Tax Practice Institute includes 
two courses: (1) Business and Investment 
Income Tax Essentials and (2) Federal 
Income Taxation. Lectures will begin the 
first of October, ending the middle of 
December, and will be given simultaneously 
in Washington, Philadelphia and Baltimore. 
Inquiries may be addressed to E. Edward 
Stephens, Director, Tax Practice Institute, 
Munsey Building, Washington 4, D. C. 

Washington lecturers will be Karl R. 
Price, Robert S. Moss and Stephens, all 
lawyers. Philadelphia speakers will include 
attorneys Andrew B. Young, Sherwin T. 
McDowell and Donald McDonald, as well 
as James A. McFadden, Jr., controller of 
RCA Laboratories, Princeton, New Jersey, 
who is a certified public accountant. Law- 
ers who will speak in Baltimore will be 
George Gump, Milton S. Schiller and W. 
Gibbs McKenney. Francis G. Southworth, 
CPA, will also lecture in Baltimore. 


California Society of Certified Public 
Accountants—The society will hold its 
seventh annual tax accounting conference 
on October 1 and 2 at the Ambassador 
Hotel, Los Angeles, and on October 10 and 11 
at the St. Francis Hotel, San Francisco. 

University of Texas.—Discussions at the 
fourth annual tax conference to take place 
at the University of Texas Law School, 
from October 18 to 20, will be aimed at 
problems of the trust officer, the life-insur- 
ance underwriter and the accountant, as 
well as at those of the attorney in general 
practice. Besides the regular meetings, there 
will be a banquet, and the Arkansas-Texas 
football game on Saturday night, October 
20. Fees will be $30 for the conference, $3 
for the banquet and $3.50 for football 
tickets. All reservations should be addressed 
to T. J. Gibson, Assistant Dean, University 
of Texas School of Law, Austin, Texas. 
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University of Denver.—The University of 
Denver is planning its sixth annual tax insti- 
tute for October 1-3. The institute will be 
cosponsored by the Colleges of Business 
Administration and of Law of the Univer- 
sity of Denver and by the Colorado Society 
of Certified Public Accountants, the Colo- 
rado Bar Association and the Denver Bar 
Association. 

Texas Technological College.—The Fourth 
Annual Texas Tech Tax Conference will 
be held on the campus, at Lubbock, on 
October 15, 16 and 17. Further information 
may be obtained from the college’s depart- 
ment of accounting. 


Northeastern University —On September 
28 and 29, the Northeastern University 
Institute of Taxation—in cooperation with 
22 professional organizations of the New 
England area—will present its third annual 
federal tax forum, The forum will cover 
such topics as depreciation; employee and 
executive compensation arrangements; char- 
itable foundations; income tax fraud prob- 
lems; problems of multiple corporations; 
partnership regulations; and planning of the 
businessman’s estate. A highlight of the 
meeting will be an address, at the luncheon 
session Saturday, September 29, by Laurens 
Williams, assistant to the Secretary of the 
Treasury, who will speak on “1954 Internal 
Revenue Code—Two Years Later.” 


The cost of the forum will be $25, includ- 
ing both days’ luncheons. Reservations should 
be directed to Professor Gurth I. Aber- 
crombie, Northeastern University, Boston 
15, Massachusetts. 


Atlantic States 


Income taxes.—T we changes have been 
made by Massachusetts in the laws gov- 
erning income taxes. The legislature ap- 
proved H. B. 3114 (Act 597) on August 3 
and H. B. 1701 on August 6. 

H. B. 3114 adopts and extends the defini- 
tion of “dividend” provided by Section 316 
of the federal Code to include distributions 
made by partnerships, associations and 
trusts as well as by corporations in deter- 
mining taxable dividends for state personal 
income tax purposes. 


H. B. 1701 provides that, in computing 
taxable income, if for any taxable year the 
losses incurred by the taxpayer from pur- 
chases, sales or exchanges of intangible per- 
sonal property exceed the gains, the amount 
of such excess (net capital toss) shall be 
applied to reduce the net capital gain of the 
taxpayer in each of the three succeeding 
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taxable years, to the extent that such 


amount exceeds the total of any net capital 
gain of any taxable year intervening between 
the taxable year in which the net capital 
loss arose and such succeeding taxable year. 


An appeal has been filed in the United 
States Supreme Court in Goodwin v. State 
Tax Commission, in which the New York 
courts held that Section 360(11) of the tax 
law—which allows nonresident deductions 
“only if, and to the extent that they are 
connected with income arising from sources 
within the state and taxable under this ar- 
ticle to a nonresident taxpayer’—is valid 


-and doesn’t discriminate against nonresidents. 


Two Maryland income tax regulations 
have been revised: 


To Regulation No. 1, pertaining to with- 
holding of tax at the source, has been added 
a subparagraph providing that withholding 
is not required with respect to compensa- 
tion, salary or wages paid for personal serv- 
ices rendered or performed by members of 
the armed forces for active service; agri- 
cultural labor as defined in the federal Code; 
domestic service in a private home, local 
college club or local chapter of a college 
fraternity or sorority; or a duly ordained, 
commissioned or licensed minister of a 
church in the exercise of his ministry, or a 
member of a religious order in the exercise 
of duties required by such order. 


Regulation No. 2, pertaining to informa- 
tion returns, now provides that resident and 
nonresident employers will report on Form 
509-A all salaries, wages and compensation 
for personal services of $800 or more which 
are not subject to withholding requirements. 
This regulation also now provides for the 
furnishing of a duplicate copy of Form 
509-A to individuals where the income is 
not subject to withholding requirements. 


Sales and use taxes.—Several of Pennsyl- 
vania’s tentative sales and use tax regula- 
tions have been extensively expanded and 
revised, in order to bring them up to date 
with the amendments to the selective sales 
and use tax act which were effected late in 
May. The new regulations have been is- 
sued in booklet form by the department of 
revenue. 


On July 31, the Maine Supreme .Court 
held, in Trimount Coin Machine Company v. 
Johnson, that an out-of-state coin machine 
company that rents coin machines to cus- 
tomers located in Maine under a bona-fide 
lease and that does not exercise any right 
or power over the machines incident to 


ownership once they are installed is not 
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liable for the use tax on newly purchased 
machines brought into the state for first use. 


Property taxes.—Effective October 21, 
1956, certain elective appeals to the Mas- 
sachusetts Appellate Tax Board, involving 
residences below prescribed valuations and 
certain personal property, may be heard 
under informal procedure (Chapter 544, 
Acts 1956). 

The Supreme Court of Massachusetts has 
decided, in Dehydrating Process Company of 
Gloucester, Inc. v. City of Gloucester, that al- 
though the Gloucester Community Pier As- 
sociation, which holds a lease from the 
commonwealth, is tax exempt, the statutes 
provide that real property owned by, or held 
in trust for the benefit of, the commonwealth 
or a city or town—if used, or otherwise oc- 
cupied, for purposes other than public ones 
—is taxable to the lessee. Thus, real estate 
leased by the association for use other than 
a public purpose is taxable to the occupants 
or persons in possession. However, to assess 
only two of several such occupants is arbi- 
trary, unjust and discriminatory, and taxes 
imposed under such circumstances are illegal 
and void. The assessing municipality must 
assess the real estate of all such occupants 
in order to comply with the state and federal 
constitutions regarding proportional and 
reasonable taxation and the equal protec- 
tion of the laws. 

The District of Columbia real property 
tax rate has been increased. The rate of 
taxation for each $100 of assessed valuation 
for the fiscal year ending June 30, 1957, is 
$2.30, raised from $2.20. The rate for per- 
sonal property remains at $2. 


Utilities taxes——The average New Jersey 
rate of taxation for public utilities for 1956 
is $78.88 per $1,000—an increase of $2.73 
over the 1955 average rate of $76.15. 


Lake States 


Sales and use taxes.—During July, the 
Illinois director of revenue issued a memo- 
randum to the effect that the case of Oscar 
L. Paris Company et al. v. Lyons et al., 3 stc 
¥ 250-348, called for revision of Retailers’ 
Occupation Tax Rules 6, 20 and 23 and Bul- 
letin No. 4 to give effect to that state su- 
preme court decision. The opinion of the 
court rendered those persons who sell and 
install carpeting on a special-order basis 
exempt from tax as being engaged in the 
performance of services. —The memorandum 
also stated: 

“The department now will also take the 
position in the special order rules that if 
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the special order exemption would otherwise 
apply in a given case, the seller will not lose 
that exemption because of the fact that he 
farms out to someone else the work of 
producing the item.” 


More and more communities are adding 
their one half of 1 per cent nibble to the 
Illinois sales tax bite. Latest cities on the 
list are Alhambra, Bartlett, Batchtown, 
Bloomingdale, Capron, Centralia, Coleta, 
Crescent City, Deer Creek, Des Plaines, 
Durand, East Dundee, Fayetteville, Glencoe, 
Goreville, Greenup, Hainesville, Harvard, 
Lewistown, Long Point, Lyndon, Malden, 
Oreana and Prophetstown. 


The Ohio Board of Tax Appeals, in 
Baker & Stauffer v. Bowers, has held that 
charges for hauling and installing items 
made by a taxpayer engaged in making 
draperies and slip covers, repairing and re- 
upholstering furniture, and installing tile 
flooring may not be deducted from the sales 
tax base if such charges are not stated in 
the taxpayer’s record separately from the 
consideration received for articles sold. 


Franchise taxes—doing business.—The 
Attorney General of Illinois rendered an 
opinion, dated June 17, stating that a rail- 
road corporation, by filing an amended or 
supplemental report prior to June 25, may 
indicate a decrease in the sum of its stated 
capital and paid-in surplus which resulted 
from a redemption and cancellation of shares 
after December 31 and prior to the cut-off 
date, June 25. 


In the case of John Engelhorn & Sons, Ine. 
v. Sol Rich et al., d. b. a. North American 
Cold Storage, the United States District 
Court (Chicago) decided that a foreign cor- 
poration, engaged in business in another 
state, selling its products in Illinois without 
maintaining any office or official place of 
business in Illinois is, for all intents and 
purposes, engaged in interstate commerce. 
Therefore, it may bring suit in the courts 
of the state without adhering to the quali- 
fication requirements of foreign corporations 
in Illinois. 


A CCH editorial comment (1 Micw, Tax 
Cases § 200-246) notes that it is understood 
that refund claims are being filed with the 
Michigan Department of Revenue based 
upon the change in 1953 in due date of the 
franchise tax from August 31 to May 15. 
Some taxpayers contend that a corporation 
which paid its tax on August 31, 1952, was 
entitled to exercise its corporate franchise 
until August 30, 1953; that the change in 
the due date of the payment of the tax in 
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1953 to May 15 resulted in double taxation 
for the 3%4-month period from May 15, 
1953, to August 30, 1953; and that the cor- 
poration is entitled to a refund of the 1953 
tax for this period. The department of 
revenue has not made any announcement 
concerning these claims, but does point out 
that prior to the enactment of Act 6, Laws 
1953, which was introduced as H. B. 1002, 


the Michigan Attorney General ruled, on 
January 28, 1953, that this proposed legisla- 
tion was constitutional. The full text of 


that opinion may be found at 1 Micw. Tax 


Cases J 200-247. 


Midwestern States 


Income taxes.—The Kansas Supreme 
Court held, in Muntzel v. State Commission 
of Revenue and Taxation, that under the 
terms of a contract for the sale of a whole- 
sale and retail nut-meat business, payments 
of royalties constituted payments on the pur- 
chase price of a capital asset and should be 
treated as capital gains, not as ordinary 
income. The parties, in executing the agree- 
ment, intended to, and did, enter into a 
contract contemplating that the royalties to 
be paid under its terms were to be pay- 
ments on the purchase price of the business, 
not trade-mark license fees and personal- 
service payments. 

Property taxes.—In Phillips Petroleum 
Company v. Moore et al., the Kansas Supreme 
Court held that where an action to set aside 
a sheriff's deed to mineral rights in certain 
property was not commenced within the 
statutory period of six months from the date 
of confirmation of sale of the mineral rights, 
it is too late. The collection of taxes by 
foreclosure is a proceeding in rem, and the 
procedure in such foreclosure cases is sepa- 
rate and distinct from other judicial proce- 
dure. Service by publication in this case 
did not violate due process, and conferred 
jurisdiction upon the district court to hear 
and determine all issues. When jurisdiction 
has been acquired in a tax foreclosure ac- 
tion for unpaid taxes and the property has 
been sold, a defense that the taxes have been 
paid should be pleaded. Otherwise, the 
judgment is conclusive unless corrected and 
modified on appeal, and it cannot be col- 
laterally attacked. 


Western States 


Gross receipts taxes.—The tax form for 
reporting quarterly gross receipts of moving- 
picture theaters has been revised by the 


Montana Board of Equalization. The re- 
port and statement form have been combined 
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with the application-for-license form and 
the affidavit requirement has been eliminated 
on the report form. Reports and tax pay- 
ments are due within 15 days of the close 
of each quarter on the first day of April, 
July, October and January. The 15-day 
requirement is, in reality, a “grace period” 
which gives taxpayers ample time after the 
first day of each quarter in which to file 
reports and pay taxes. 

Property taxes.—The Colorado Supreme 
Court decided on June 25, in Young Life 
Campaign v. Board of County Commissioners 
of County of Chaffee et al., that a nonresi- 
dent, nonprofit, religious and charitable cor- 
poration is not exempt from payment of 
general taxes on property which it holds 
in Colorado. The exemption is applicable 
only to corporations which are created by 
the state, and over which it has control. 

Franchise taxes.—When a foreign cor- 
poration maintains its principal place of 
business in Utah; conducts its directors’ 
meetings there; maintains its books and re- 
cords in the state; and employs legal and 
accounting personnel there, it is considered 
to be doing business in Utah and is subject 
to the state franchise tax.. So held the Utah 
Supreme Court recently in Nevada Trailer 
Finance Company, Inc. v. State Tax Com- 
Mission. 


Pacific States 


Income taxes.—According to an opinion 
of the Attorney General of Arizona (June 
19, 1956), the payment of interest at a rate 
of 6 per cent per annum is required in re- 
funding amounts overpaid by an employer 
on his quarterly reports of income tax with- 
held. 

In Appeal of Estate of Murdock, the Cali- 
fornia State Board of Equalization recently 
ruled that election of the installment method 
of reporting gain is not allowed a taxpayer 
who files a delinquent return. 


Determination of the date of payment of 
federal income taxes has been clarified for 
Oregon income tax purposes in a legal de- 
partment abstract from the income division 
of the state tax commission. The date on 
which the district director receives a check 
is considered the date of payment of the 
federal taxes. Other legal department ab- 
stracts held that a foreign corporation leasing 
refrigerator cars in Oregon is exempt from 
the corporation excise tax but subject to 
the income tax; that a corporation which 
derives income through the activities of its 
salesmen in Oregon is subject to the cor- 
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poration income tax; and that where a fuel 
oil dealer contracted with a corporation for 
the exclusive right to give trading stamps 
in connection with the sale of oil and the 
contract is later wrongfully canceled by the 
corporation, amounts received in an out-of- 
court settlement are taxable income, to the 
extent that they exceed what was paid in 
cash or property for the contract. 


Sales and use taxes.—The California Dis- 
trict Court of Appeal for the Second District, 


in Levine et al. v. State Board of Equali- 
zation, decided on July 3 that raw materials 
purchased ex-tax under a resale certificate 
but actually used by the purchaser as a 
contractor in the fabrication of property 
and the erection thereof on out-of-state 
job sites are subject to the California sales 
tax. All incidents involving the sales and 
use tax law—purchase, storage and fabrica- 
tion—occurred in California. There is no 
violation of the interstate commerce clause 
by the imposition of a tax on the purchase 
of goods under such circumstances. 
Arizona’s proposed formal regulations 
relating to administration of the use tax law, 
which was enacted by Chapter 1, Laws 1955, 
Second Special Session, effective July 1, 
1956, were adopted by the state tax commis- 
sion on July 19. The commission met on 


City Tax Calendar . 


October 1—New York: New York City 
real estate tax first installment due. 
October 15—Arizona: Phoenix business 
privilege tax reports and payment due. 
Colorado: Denver sales tax reports and 
payment due. New Me-zico: Albuquerque 
occupation tax installment due. Ohio: 
Cincinnati estimated corporate income 
tax third installment due; Cincinnati esti- 
mated personal income tax third install- 
ment due. Pennsylvania: Erie employer 
withholding tax reports and payment due; 
Pittsburgh income tax reports and pay- 
ment due; Scranton employer withhold- 
ing reports and payment due; Scranton 
employer withholding reports and pay- 
ment for school district income tax due. 
October 20—Lowisiana: Baton Rouge sales 
and use tax reports and payment due; 
New Orleans sales and use tax reports 
and payment due. Pennsylvania: Pitts- 
burgh employers withholding reports and 

payment due. 

October 25—New York: New York City 
conduit company tax reports and pay- 
ment due; New York City public utility 
excise tax reports and payment due. 


Tax-Wise 


July 30 to consider proposed amendments 
to the sales tax regulations, which would 
replace section citations to the 1939 Arizona 
Code with the revised numbering of the 
Arizona Revised Statutes of 1956 and would 
permit combining of the proposed amended 
sales tax regulations with the use tax 
regulations. 

A Washington administrative ruling, re- 
troactively effective January 1, 1956, relieves 
certain named vendors of Pacific Northwest 


Pipeline Corporation or of Fish Northwest 
Constructors, Inc., acting as its agent, from 
the obligation of collecting the retail sales 
tax from these purchasers on sales of, or 
charges made for, tangible personal prop- 
erty consumed and/or labor and services 
rendered in respect to construction in the 
state of a natural-gas pipeline and related 
facilities. The permission is granted “be- 
cause the nature of the purchasers’ business 
is such that to pay the tax at the time of 
such sales would constitute an unjust -ac- 
counting burden, and is contingent upon the 
purchasers’ agreement to pay the retail 
Sales Tax, where due, directly to the Tax 
Commission.” In addition to the designated 
vendors, others may be later so relieved— 
but only by specific ruling of the tax com- 
mission. 


October 30—Pennsylvania: Philadelphia in- 
come tax reports and payment on wages 
and salaries not withheld at source due. 
Utah: Provo merchant and retailer tax 
reports and payment due. 

October 31—Kentucky: Louisville personal 
income tax withholding agents’ payment due. 
Missouri: St. Louis earnings tax with- 
holding reports and payment due. Ohio: 
Dayton employer withholding quarterly 
reports and payment—if less than $100— 
due; Dayton employer withholding tax 
reports and payment—if more than $100 
—due; Cincinnati employer withholding 
tax reports and payment due; Columbus 
employer withholding reports and pay- 
ment due; Dayton estimated corporate 
income tax third installment due; Dayton 
estimated personal income tax third in- 
stallment due; Toledo employer with- 
holding tax reports and payment due; 
Youngstown employer withholding tax 
reports and payment due. Pennsylvania: 
Philadelphia withholding tax reports and 
payment due. 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ALABAMA: October 1—Property tax due. 
October 31—Employer quarterly with- 
holding reports and payment due. 


ARIZONA: October 31—Withholding re- 


turns and payment due. 


ARKANSAS: October 1— Property tax 


final installment due (last day). 


COLORADO: October 15—Corporate in- 
come tax third installment due.—Personal 
income tax third installment due. Oc- 
tober 31—Employers’ income tax with- 
holding reports and payment due. 


DELAWARE: October 30—Personal in- 
come tax third installment due. October 
31—Withholding returns and payment 
due. 


DISTRICT OF COLUMBIA: October 15 
—Income (franchise) tax second install- 
ment due.—Personal income tax second 
installment due. — Unincorporated busi- 
ness tax second installment due. 


IOWA: October 1—Property tax second 
installment delinquent. October 30—Cor- 
porate income tax second installment due. 
—Personal income tax (calendar year) 


second installment due if tax due exceeds 
$50. 


KANSAS: October 15—Corporate income 
tax second installment due.—Personal in- 
come tax second installment due. 


KENTUCKY: October 31—Income tax 


withholding reports and payment due. 


LOUISIANA: October 1—Franchise tax 


reports and payment due. 


MARYLAND: October 1—Property tax 
assessed by local collectors due. October 
31—-Withheld tax report and payment 
due. 
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MINNESOTA: October 15—Personal in- 
come tax second installment due. Oc- 
tober 31—Property tax second semiannual 
installment due. 


MONTANA: October 15—Estimated per- 
sonal income tax second installment due. 
—Personal income tax second installment 
due. October 31—Income tax withhold- 
ing reports and payment due. 


NEVADA: October 1—Property tax quar- 


terly installment due. 


NEW MEXICO: October 15—Corporate 
income tax third installment due.—Per- 
sonal income tax third installment due. 


NORTH CAROLINA: October 1—Prop- 


erty tax due. 


NORTH DAKOTA: October 15—Corpo- 
rate income tax third installment due.— 
Personal income tax third installment due. 
—Real property tax semiannual install- 
ment delinquent. 


OREGON: October 15—Excise (income) 
tax third installment due.—Personal in- 
come tax third installment due. October 
31—Withholding tax reports and pay- 
ment due. 


SOUTH DAKOTA: October 31—Property 


tax second installment due (last day). 


TENNESSEE: October 1—Property tax 


due. 


VERMONT: October 31—Employers’ re- 


turn of income tax withheld due. 


WASHINGTON: October 31—Property 


tax semiannual installment due. 


WISCONSIN: October 15—Property tax 
second installment from railroad, tele- 
graph, sleeping car and express compa- 
nies due. 
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Federal Tax Calendar 


October 15—— 


Due date, by general extension, of returns 
for the fiscal year ended April 30, 1956, 
in the case of (1) foreign partnerships, 
(2) foreign corporations which main- 
tain offices or places of business in 
the United States, (3) domestic corpo- 
rations which transact their business and 
keep their records and books of accounts 
abroad, (4) domestic corporations whose 
principal income is from sources within 
the possessions of the United States 
and (5) American citizens residing or 
traveling abroad, including persons in 
the military or naval service on duty 
outside the United States. (Code Sec- 
tions 6081 and 6151; Regulations 118, 
Section 39.53-3(a).) Forms: (1) Form 
1065; (2)-(4) Form 1120; (5) Form 
1040. 


Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for September. Form 957. (Code Sec- 
tion 6035.) 


Due date for delivery to local director of 
internal revenue, by stamp depositaries 
of the United States, of requisitions 
for all stamps purchased during the 
preceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for 
proceeds of sales of stamps sold during 
preceding month. (Regulations 71, Sec- 
tion 113.142.) 


Due date for payment of income tax by 
fiduciary of decedent’s estate where in- 
stallment method of payment was elected. 
(Code Section 6152.) 


October 31 


Due date for quarterly return of interest 


paid and tax withheld at source on tax- 
free covenant bonds and on other cor- 


porate bonds or obligations. Form 1012. 
(Regulations Section 1.1461-2.) 


Due date of return for the quarter ending 


September 30, 1956, of excise taxes on 
safe deposit boxes; transportation of 
oil by pipeline; telephone, telegraph, 
radio and cable messages and services; 
transportation of persons; admissions, 
dues and initiation fees; gasoline, 
lubricating oils and matches; sales by 
manufacturers, including sales of pistols 
and revolvers; processing of certain 
oils; sales by the retailer; manufacture 
of sugar; transportation of property; 
and diesel fuel. However, if, and only 
if, the return is accompanied by de- 
positary receipts (Form 537, Deposi- 
tary Receipt for Federal Excise Taxes), 
showing timely deposits, in full pay- 
ment of the taxes due for the entire 
quarter, the return may be filed on or 
before the tenth day of November. 
Form 720. (Regulations Sections 477.2- 


477.4.) 


Employers’ quarterly returns and pay- 


ments (by depositary receipts or cash) 
of the following taxes for the third 
quarter of 1955: (1) employees’ tax 
withheld under Code Section 3102; (2) 
employers’ tax under Code Section 3111; 
and (3) income tax on wages withheld 
under Code Section 3402. The employer 
may either include with his return (Form 
941) direct remittance to the district 
director or attach to such return a de- 
positary receipt for the amount vali- 
dated by a federal reserve bank. A 
deposit for September should be made 
in ample time for inclusion with his 
quarterly return. Where the return on 
Form 941 is accompanied by depositary 
receipts (Form 450) showing timely de- 
posits in full payment of the taxes due 
for the entire third quarter, the return 
may be filed on or before November 
10. (Regulations 120, Sections 406.601, 
406.606. ) 





STANDARD FEDERAL TAX REPORTS— Vew law, old 
law—for the man who must have everything concerning 
federal taxes affecting business and individual tax- 
payers. Week in, week out, the Standard’s informative 
issues rush to subscribers complete details on every twist 
and turn of pertinent federal tax law, as it breaks. Fea- 
tured are authoritative full texts of laws, regulations, 
rulings, court decisions, forms, and related facts and 
information—all explained and tied into the over-all 
picture with helpful, understandable editorial comments. 
Current subscription plan includes 7 “bring-you-up-to- 
date” Compilation Volumes and companion Internal 
Revenue Code Volume. 


PENSION PLAN GUIDE—A specialized Reporter for all 
concerned with drafting, qualifying for federal tax ex- 
emption, operating and administering employee-benefit 
plans. Regular releases make clear the what, how and 
why of statutory and practical requirements that shape 
and mold private programs. In addition to profit-sharing 
and pension planning, coverage includes: Group Insur- 
ance Plans, Executivt Compensation Plans,. Fringe 
Benefits, Investment of Employee Trust Funds, Pay- 
ment of Benefits, Guaranteed Annual Wages. All ar- 
ranged in one loose leaf Volume. 


SINCLAIR-MURRAY CAPITAL CHANGES REPORTS 
(Produced and published by Sinclair, Murray & Co., 
Inc. —a wholly-owned subsidiary of Commerce Clearing 
House, Inc.) When capital changes affect income from 
an investment portfolio, how can the Tax Man get the 
facts and information needed for correctly computing 
gain and loss for federal income tax purposes? In three 
loose leaf Volumes the complete capital changes histories 
of over 12,000 corporations are set forth. Fast, regular 
loose leaf Reports cover federal tax aspects of: stock 
rights, stock dividends, reorganization security ex- 
changes, liquidating distributions, dividends on pre- 
ferred stock redemptions, non-taxable and capital gains 
cash dividends, interest on bonds “traded flat,” amortiz- 
able premium on convertible bonds, and the like. 


FEDERAL TAX GUIDE REPORTS—Edited and produced 
particularly for Tax Men who must stay abreast of un- 
folding developments concerning the federal income 
taxes of the average taxpayer, the ordinary corporation 
or individual. Swift weekly issues provide quick access 
to essential facts and information—changes in statutes, 
amendments, regulations, decisions, official rulings, and 
the like. Subscription includes two loose leaf Compila- 
tion Volumes replete with pertinent law texts, Commit- 
tee Reports, rulings, decisions, explanations, examples, 
charts, tables, check lists. 


PAYROLL TAX GUIDE—For dependable, continuing 
help in handling the payroll problems involved under 
federal income tax withholding, federal social security 
taxes on employers and employees, federal wage and 
hour regulatory provisions, state and local income tax 
withholding, and unemployment insurance contribu- 
tions. Spans the whole workaday world of pertinent 
statutes, rulings, regulations, decisions, returns, forms, 
reports and instructions. No law texts, no regulations— 
instead plain-spoken explanations of “payroll law” 
make everything instantly clear. Encyclopedic Compila- 
tion Volume included. 


STATE TAX REPORTS—Tax Men everywhere welcome 
the special assistance of CCH’s State Tax Reports. Forty- 
eight states and the District of Columbia are each in- 
dividually covered in separate reporting units. Swift, 
accurate, convenient, the informative regular “Reports” 
for each unit keep pertinent state tax facts and informa- 
tion constantly up-to-the-minute. Coverage includes new 
laws, amendments, regulations, rulings, court and ad- 
ministrative decisions, return and report forms—in 
short, everything important and helpful in the sound 
and effective handling of corporate or individual state 
taxes and taxation. One or more loose leaf Reporter 


Volumes for each unit included under subscription at 
no added cost. 
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